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Foreword

The texts of the Uniform Certified Public Accountant Examinations, prepared by the Board of Examiners
of the American Institute of Certified Public Accountants and adopted by the examining boards of all
states, territories, and the District of Columbia, are periodically published in book form. Unofficial
answers to these examinations appear twice a year as a supplement to the Journal of Accountancy. These
books have been used in accounting courses in schools throughout the country and have proved valuable
to students and candidates for the CPA certificate.
Responding to a continuing demand, we now present a book of unofficial answers covering the period
from May 1978 to November 1979. The questions of this period appear in a separate volume which is
being published simultaneously. While the answers are in no sense official, each has been reviewed by
the Board of Examiners and the senior members of the Advisory Grading Service. Finally, they represent
the considered opinion of the staff of the Examinations Division.
A special note of thanks is extended to John G. Pate, Jr., University of Texas at El Paso, for the
comprehensive index included in this volume. A careful reading of this index may benefit candidates in
their review when preparing for future examinations.
It is hoped that this volume will prove of major assistance to candidates and those who aid candidates in
preparing to enter the accounting profession.

William C. Bruschi, Vice President-Review and Regulation
American Institute of Certified Public Accountants
April 1980
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Unofficial Answers to Exam ination
M ay 1978

ACCOUNTING PRACTICE — PART I

May 3,1978; 1:30 to 6:00 P.M.

Answer 1

1. c
2. a
3.
4.
5.
6.
7.
8.
9.

c
c
d
d
a
b
c

(10 points)

Answer 2

10. c
11. a
12. c
13.
14.
15.
16.
17.
18.

19. b

20. a
21. b
22. c

d
c
c
b
b
d

23.
24.
25.
26.

1

c
c
c
c

(10 points)
27.
28.
29.
30.
31.
32.
33.
34.
35.

b
d
a
d
c
a
d
a
c

(10 points)

Beginning
February 1, 1977
(Schedule 1)
February 15, 1977
(Schedule 2)
March 1 , 1977
($18.50 x 20,000)
March 15, 1977
($21 X 10,000)
March 31, 1977
(Schedules)
April 15, 1977
(Schedule 4)
April 30, 1977
(Schedules)
May 31, 1977
(Schedules)
June 30, 1977
(Schedule 7)
September 30, 1977
(Schedule 8)
December 31, 1977
($1 X 70,000
(100,000 — 30,000))
December 31, 1977

Date of transaction

Part a.

Answer 3

H o w a rd C o rporation

2
300,000
1,000,000
8,050,000

___________
$179,350,000

100,000

805,000

_________

17,935,000

20,000,000

2,000,000

30,000

$150,000,000

15,000,000

Common stock
Number of
shares
Amount

100,000

______

100,000

(30,000)

100,000

$10,000,000

-0 -

$

-0 -

_

(30,000)

$100,000

Common stock warrants
Number of
rights
Amount

(70,000) (70,000)
____________________________

$10,000,000

Preferred stock
Number of
shares
Amount

fo r 1 9 7 7

$108,090,000

70,000
___________

1,530,000

8,050,000

1,000,000

330,000

210,000

900,000

16,000,000

$ 80,000,000

Additional
paid-in
capital

$54,782,500

25,000,000

(2,520,500)

(16,100,000)

(1,597,000)

$50,000,000

Retained
earnings

SUMMARY OF STOCKHOLDERS’ EQUITY ACCOUNTS TRANSACTIONS

730,000

_______

(300,000)

10,000

20,000

1,000,000

$12,610,000

_______

(5,970,000)

210,000

370,000

$18,000,000

Treasury stock
Number of
shares
Amount

Examination Answers—May 1978

Accounting Practice— Part I
Schedule 5

Schedule 1

April 3 0 , 1977, Transaction

February 1 , 1977, Transaction

Proceeds from sale of common stock
$36,000,000
($18 X 2,000,000 shares)
Common stock
$20,000,000
($10 par value X 2,000,000 shares)
Additional paid-in capital
($ 8 ($ 1 8 - $ 1 0 )X 2,000,000 shares) 16,000,000
$36,000,000

Number of options exercised
Proceeds from sale of common stock
($20 X 100,000 shares)
Common stock ($10 X 100,000 shares)
Additional paid-in capital ($10 ($20
— $10) X 100,000 shares)

Schedule 2

Schedule 6
February 1 5 , 1977, Transaction

Proceeds from sale of preferred stock
($110 X 100,000 shares)
Preferred stock ($100 par value X
100,000 shares)
Common stock warrants
($1 X 100,000 warrants)
Additional paid-in capital ($10($110
— $100) X 100,000 shares—
$100,000)

Number of shares outstanding
at beginning of period
February 1, 1977, transaction
April 15, 1977, transaction
April 3 0 , 1977, transaction

$10,000,000
100,000
900,000
$11,000,000

March 3 1 , 1977, Transaction

15,000,000
2,000,000
30,000
100,000
17,130,000

Retained earnings ($20 X 805,000 shares) $16,100,000
$ 8,050,000
Common stock ($10 X 805,000 shares)
Additional paid-in capital ($10 ($20
8,050,000
— $10) X 805,000 shares)
$16,100,000

15,000,000
2,000,000
17,000,000

Less treasury stock
Number of shares outstanding
at beginning of period
1,000,000
March 1, 1977, transaction
20,000
March 15, 1977, transaction
10,000

Schedule 7
June 3 0 , 1977, Transaction

1,030,000
15,970,000
$
0.10
$1,597,000

Proceeds from sale of common stock
($25 X 300,000 shares)
Cost of treasury shares
($370,000 + $5,600,000)
Additional paid-in capital
($7,500,000 — $5,970,000)

Schedule 4
April 1 5 , 1977, Transaction

Proceeds from sale of common stock
($20 X 30,000 shares)
Common stock ($10 X 30,000 shares)
Common stock warrants exercised
($1 X 30,000 stock rights)
Additional paid-in capital ($10 ($20
— $10) X 30,000 shares +$30,000)

1,000,000
$2,000,000

Less treasury stock
Number of shares outstanding
at beginning of period
1,000,000
March 1, 1977, transaction
20,000
March 15, 1977, transaction
10,000 1,030,000
Number of shares subject to stock dividend 16,100,000
5%
Stock dividend rate
805,000

Schedule 3

Number of shares subject to cash dividend
Cash dividend rate

$2,000,000
$1,000,000

May 3 1 , 1977, Transaction

$11,000,000

Number of shares outstanding
at beginning of period
February 1, 1977, transaction

100,000

$600,000
$300,000
(30,000)
330,000
$600,000

3

$7,500,000
$5,970,000
1,530,000
$7,500,000

Examination Answers— May 1978
Schedule 8
S ep tem b er 3 0 , 19 7 7 , Transaction

Common stock
Number of shares outstanding at beginning of period
February 1, 1977, transaction
April 15, 1977, transaction
April 30,1977, transaction
May 3 1 , 1977, transaction
Less treasury stock
Number of shares outstanding at beginning of period
March 1, 1977, transaction
March 15, 1977, transaction
June 30, 1977, transaction
Number of shares subject to cash dividend
Cash dividend rate

15,000,000
2,000,000

30,000
100,000

805,000
17,935,000
1,000,000
20,000
10,000
(300,000)

730,000
17,205,000
$0.10
$1,720,500

Preferred stock
Par value
Cash dividend rate

$ 10,000,000
8%
800,000
$2,520,500

Part b.
T om asco, Inc.

MAXIMUM CASH DIVIDEND DISTRIBUTION
D ecem b er 3 1 , 1 9 7 7
Com m on
sto ck

8% preferred stock, dividends in arrears for
1973-1976 ($1,000,000 X 8% X 4 years)
4% preferred stock dividends for 1977
($ 1 0 0 ,0 0 0 X 4 % )
8% preferred stock dividends for 1977
($ 1 ,0 0 0 ,0 0 0 X 8 % )
Distribution of remaining retained earnings (Schedule 1)

4 % P referred
sto ck

8 % P referred
sto ck

T o ta l

$320,000

$320,000
4,000

$4,000

$175,333
$175,333

$4,000

80,000
270,667
$670,667

80,000
446,000
$850,000

Schedule 1
D istribu tion o f R em aining R eta in ed Earnings
Com m on
sto ck

Dividends on common stock at preferred rate ($500,000 X 8% )
Distribution of remaining retained earnings of $406,000*
based on the ratio of par values:
/ $ 500,000
X $406,000 )
Common stock
$1,500,000
$ 1 ,000,000
X $406,000 )
8% preferred stock
$1,500,000

4

T o ta l

$ 40,000

$ 40,000

135,333
406,000
$270,667
$175,333

*$850,000 — $320,000 — $4,000 — $80,000 — $40,000

8 % P referred
sto ck

$270,667

$446,000

Accounting Practice— Part I

Answer 4

Schedule 3

(10 points)

Charitable Contributions

Part a.
Triple C Corporation
COMPUTATION OF FEDERAL TAXABLE
INCOME
for the Calendar Year 1977
Gross margin (sales less cost of sales)
Other income
Net capital gains (Schedule 1)
Dividends from domestic corporations
Dividends from an affiliated corporation
Total income
Other operating expenses
$ 180,000
Pension costs (Schedule 2)
135,000
Profit-sharing costs
85,000
Contributions (Schedule 3)
2,100
Total operating expenses
Income before special deductions
Dividends received deduction (Schedule 4)
Federal taxable income

Total income
Other operating costs
Pension costs
Profit-sharing costs

$442,000
$180,000
135,000
85,000
400,000

$400,000
Income before special deductions and
charitable contributions
Limitation on deduction for charitable
contributions ($42,000 X 5% )

2,000
20,000
12,000

8,000

$ 42,000
$

2,100

442,000

Schedule 4
Dividends Received Deduction
Domestic corporations ($12,000 X 8 5 % )
Affiliated corporation ($8,000 X 100% )

402,100
39,900
18,200
$ 21,700

$10,200

8,000
$18,200

Part b.

Schedule 1

Pang Corporation
COMPUTATION OF 1977 CORPORATE
FEDERAL INCOME TAX DUE
for the Calendar Year 1977

Net Capital Gains
Short-term capital gains (losses)
Lupo Company
($31,000 — $28,000)
Vara Incorporated
($14,000 — $16,000)
Net short-term capital gains
Long-term capital gains (losses)
Wick, Inc. ($94,000 — $70,000)
E rle Co. ($35,000 — $40,000)
Net long-term capital gains

Corporate federal taxable income per
Pang’s records
Operating loss deduction
($300,000 — $240,000)
Taxable income
Income tax ($940,000 X 40% )
Investment credit
Total tax
1977 estimated tax payments
Tax due

$3,000
( 2,000)
$ 1,000

24,000
(5,000)
19,000
$20,000

Schedule 2
Pension Costs
Contribution in 1977
Portion of carryover from 1976
allowed in 1977 ($15,000 — $10,000)
Maximum deduction allowed

$130,000
5,000
$135,000

5

$1,000,000
60,000
$ 940,000
$ 376,000
100,000
276,000
250,000
$ 26,000

Examination Answers—May 1978
Answer 5
Part a.
1.

(10 points)

Townsand Company
ANALYSIS OF LEASEHOLD IMPROVEMENTS
ACCOUNT
for 1977

Townsand Company
ANALYSIS OF LAND ACCOUNT
for 1977

Balance at January 1, 1977
Land site number 621
Acquisition cost
$1,000,000
Commission to
real estate agent
60,000
Clearing costs
$15,000
Less amounts
recovered
5,000
10,000
Total land site number 621
Land site number 622
Land value
Building value
Demolition cost
Total land site number 622
Balance at December 31, 1977

$

Balance at January 1, 1977
Electrical work
Construction of extension to
current work area ($80,000 X ½ )
Office space
Balance at December 31, 1977

100,000

40,000
65,000
$640,000

Townsand Company
ANALYSIS OF MACHINERY AND
EQUIPMENT ACCOUNT
for 1977

1,070,000

Balance at January 1, 1977
Cost of new machines acquired
Invoice price
Freight costs
Unloading charges
Balance at December 31, 1977

200,000

100,000
30,000
330,000
$1,500,000

$700,000
$75,000
2,000
1,500

78,500
$778,500

2. Items in the fact situation which were not used to
determine the answer to 1, above, and where, or if, these
items should be included in Townsand’s financial state
ments are as follows:

Townsand Company
ANALYSIS OF BUILDINGS ACCOUNT
for 1977

Balance at January 1, 1977
Cost of new building constructed on
land site number 622
Construction costs
$ 150,000
Excavation fees
11,000
Architectural design fees
8,000
Building permit fee
1,000
Balance at December 31, 1977

$500,000
35,000

$800,000

• Imputed interest of $6,000 on funds used during con
struction should not be included anywhere in Town
sand’s financial statements.
• Land site number 623, which was acquired for $600,
000, should be included in Townsand’s balance sheet
as land held for resale.
• Painting of ceilings for $10,000 should be included as
a normal operating expense in Townsand’s income
statement.
• Royalty payments of $13,000 should be included as a
normal operating expense in Townsand’s income
statement.

170,000
$970,000

6

Accounting Practice— Part I

Part b.

B arth C o m p a n y

ACCUMULATED DEPRECIATION USING
DOUBLE-DECLINING-BALANCE METHOD

1. The straight-line m eth o d of depreciation would re
sult in the maximization of profits for financial statement
reporting for the th ree-year period ending December 31,
1977.

D ecem b er 3 1 , 1 9 7 7

Straight-line rate is 5 years or 20% .
Double-declining balance rate is 40% (20% X 2).
Ignore salvage value.

Barth C om pan y

ACCUMULATED DEPRECIATION
USING STRAIGHT-LINE METHOD
D ecem b er 3 1 , 1 9 7 7

Y ea r

Cost — salvage value
Useful life
$ 1, 000,000 — $ 100,000

5 years
Y ear

1975
1976
1977

1975
1976
1977

= $180,000

D epreciation
expen se

A ccu m u la ted
depreciation

$180,000
180,000
180,000
$540,000

$180,000
$360,000
$540,000

B o o k value
a t beginning
o f yea r

$1,000,000
600,000
360,000

D epreciation
expen se

A ccu m u la ted
d ep reciation

$400,000
240,000
144,000
$784,000

$400,000
$640,000
$784,000

*Under generally accepted accounting principles, the
sum-of-the-years-digits method of depreciation would
result in higher profits for the three-year period because
the cost of the equipment should be reduced by salvage
value. However, the Internal Revenue Code permits a
taxpayer to reduce salvage value by up to 10% of basis
for income tax reporting; and if this option were taken,
the sum-of-the-years-digits method would result in
lower profits for income tax reporting for the three-year
period.

2. The double-declining-balance m eth od* of deprecia
tion would result in the minimization of profits for in
come tax reporting for the three-year period ending
December 31, 1977.

7

ACCOUNTING PRACTICE — PART II

May 4 , 1978; 1:30 to 6:00 P.M.*

Answer 1
1.
2.
3.
4.
5.
6.
7.
8.

b
b
c
c
b
a
a
a

Answer 2

(10 points)
9.
10.
11.
12.
13.
14.
15.
16.
17.

18.
19.
20.
21.
22.
23.
24.
25.
26.

b
a
b
d
b
a
b
d
a

d
a
c
a
c
c
c
b
a

(10 points)
27.
28.
29.
30.
31.
32.
33.
34.

*Due to a typographical error, there is no answer that is
correct or clearly the best.

8

*
c
c
c
b
b
b
b

Accounting Practice—Part II
Answer 3

(10 points)

a.
Hatfield Corporation
STATEMENT OF CHANGES IN
FINANCIAL POSITION
For the year ended December 3 1 , 1977
Sources of working capital
Working capital provided from operations
Net income
Add items not requiring an outlay of working capital
Loss on sale of machinery
Depreciation expense
Amortization of leasehold improvements
Amortization of patents
Working capital provided from operations
Working capital provided from other sources
Sale of machinery
Total sources of working capital

$195,000
$13,000
89,000
9,000
4,200

Uses of working capital
Declaration of cash dividends
Repurchase and retirement of preferred stock
Payment of legal fees in defense of patent
Purchase of securities for plant expansion
Purchase of new machinery
Provision for current portion of 6% serial bonds
payable
Total uses of working capital
Decrease in working capital

115,200
310,200
48,000
$ 358,200
$ 40,000

11,000
2,000
150,000
386,000
50,000
639,000
$(280,800)

b.
Hatfield Corporation
SCHEDULE OF CHANGES IN WORKING CAPITAL
For the year ended December 3 1 , 1977

Composition of working capital
Current assets
Cash
Accounts receivable, net
Inventories
Total current assets
Current liabilities
Accounts payable
Cash dividends payable
Current portion of 6% serial bonds payable
Total current liabilities
Working Capital
Decrease in working capital

December 31,
1977

December 31,
1976

Increase (decrease)
in working capital

$145,000
239,000
483,000
867,000

$186,000
256,000
538,000
980,000

$( 41,000)
( 17,000)
( 55,000)
(113,000)

232,800
40,000
50,000
322,800
$544,200

105,000

(127,800)
( 40,000)

50,000
155,000
$825,000

—

(167,800)
$(280,800)

9

Examination Answers— May 1978

Answer 4

(10 points)

Debit

Credit

(6)

a.

Expenditures—prior year
$11,200
Expenditures
To record purchase orders outstanding
at June 3 0 , 1976, and charged to
expenditures in the following year

Town of Workville
RECLASSIFICATION, ADJUSTING, AND
CLOSING ENTRIES
FOR GENERAL FUND
A s of June 3 0 , 1977
Debit
( 1)
Due from Water Utility Fund
$ 1,500
Accounts receivable
To reclassify receivable from Water
Utility Fund for sale of scrap

(6a)

Credit

$ 1,500

Fund Balance
Reserve for encumbrances—
prior year
To adjust fund balance at
beginning of year

30,000

(7)
Encumbrances
Reserve for encumbrances
To record encumbering of
appropriations for purchase
orders at June 3 0 , 1977

( 2)

Taxes receivable- -delinquent
30,000
Taxes receivable— current year
To reclassify current taxes now
considered delinquent
(3)
Revenues
Allowance for
uncollectible taxes
To establish an allowance
account for taxes estimated
to be uncollectible

24,000

Due from State Revenue Dept.
Revenues
To record Town’s portion of
state tax due from State

52,000

(9)
Expenditures
General property
Revenues
General property
To correct recording of sale and
purchase of equipment

52,000

11,200

17,500
17,500

34,000
34,000

90,000
4,600
4,600
90,000

( 10)

(5)
Supplies inventory
Expenditures
To record supplies inventory at
June 3 0 , 1977, as follows;
Purchases charged
to expenditures $128,000
Supplies used
84,000
Inventory
$ 44,000

11,200

(8)

24,000

(4)
Expenditures
Bonds payable
To correct recording of
retirement of General Obligation
Bonds and payment of interest

$11,200

44,000

(5a)
44,000
Fund balance
Reserve for inventory
To adjust fund balance for inventory

44,000

44,000

400,000
Appropriations
86,300
Fund balance
Expenditures
Encumbrances
To close out expenditures accounts

468,800
17,500

( 11)
Revenues
Estimated revenues
Fund balance
To close out revenues accounts

320,000
54,600

374,600

( 12)

Reserve for encumbrances—
prior year
Expenditures—prior year
To close out at June 3 0 , 1977

10

11,200
11,200

Accounting Practice— Part II

Answer 5

b.
Town of Workville
ADJUSTING ENTRIES FOR
GENERAL LONG-TERM DEBT GROUP
OF ACCOUNTS
A s of June 3 0 , 1977
Debit

a.
Computation of Equivalent Units— Materials
Actual
units

Credit

Beginning work-inprocess inventory
2,500
Started and completed
during the month
8,000
Ending work-in-process
2,000
inventory
12,500
Total

( 1)

Bonds payable
$ 40,000
Interest payable in future years
12,000
Amount to be provided for
retirement of bonds
$ 40,000
Amount to be provided for
payment of interest
12,000
To remove bond and interest liabilities

0

100

8,000

100

2,000
10,000

Computation of Equivalent Units— Labor
Actual
units

7,900
$

7,900

Beginning work-inprocess inventory
2,500
Started and completed
during the month
8,000
Ending work-in-process
inventory
2,000
12,500
Total

( 2)

90,000

Completed Equiva
in current
lent
units
period (% )
60

1,500

100

8,000

40

800
10,300

90,000
Computation of Cost Per Equivalent Unit— Labor
Current costs
equivalent units
Actual = $105,575÷ 10,300 = $10.25
Standard = $ 82,400 ÷ 10,300 = $ 8.00

(3)
Land
Investment in general fixed
assets—private gifts
To record land donated to Town

0

Current costs ÷ equivalent units:
Actual = $121,000÷ 10,000 = $12.10
Standard = $100,000÷ 10,000 = $10,00

( 1)

Equipment
Investment in general fixed
assets— general fund
revenues
To record purchase of equipment
for $90,000

Completed Equiva
lent
in current
period (% ) units

Computation of Cost Per Equivalent Unit— Materials

Town of Workville
ADJUSTING ENTRIES FOR GENERAL
FIXED ASSETS GROUP OF ACCOUNTS
A s of June 3 0 , 1977
Investment in general fixed assets
—general fund revenues
$
Equipment
To record sale of equipment with
a book value of $7,900

(10 points)

125,000
125,000

11

Examination Answers— May 1978

Computation of Equivalent UnitsCombined Factory Overhead
Actual
units
Beginning work-inprocess inventory
2,500
Started and completed
during the month
8,000
Ending work-in-process
2,000
inventory
Total
12,500

3.

Completed Equiva
in current
lent
period (% )
units
60

1,500

100

8,000

40

800
10,300

4.

5.

Computation of Cost Per Equivalent Unit—
Combined Factory Overhead
Current cost per equivalent units
Actual = $31,930÷ 10,300 = $3.10
Standard = $25,750÷ 10,300 = $2.50

6.

b.
1.

2.

Total Materials Variance
Actual purchases
Standard production
Unfavorable
Materials Price Variance
Actual quantity used at
actual (11,000 lbs. X $11)
Actual quantity used at
standard (11,000 lbs. X $10)
Unfavorable

$ 121,000

100,000
$ 21,000

$ 121,000

Total Labor Variance
Actual labor cost
Standard labor cost
Unfavorable
Labor Rate Variance
Actual hours worked at actual rate
(25,000 hours)
Actual hours worked at standard rate
(25,000 X $4)
Unfavorable
Labor Efficiency Variance
Actual hours worked at standard rate
(25,000 X $4)
Standard hours worked at standard
rate (20,600 X $4)
Unfavorable

$ 110,000

$

100,000
10,000

$105,575
82,400
$ 23,175

$105,575

$

100,000
5,575

$ 100,000

82,400
$ 17,600

7.

Total Factory Overhead Variance
Actual factory overhead
$ 31,930
Factory overhead applied at standard
25,750
Unfavorable
$ 6,180

8.

Factory Overhead Volume Variance
Budgeted factory overhead
$ 30,000
Factory overhead applied at standard
25,750
Unfavorable
$ 4,250

9.

Factory Overhead Budget Variance
Actual factory overhead
$ 31,930
Budgeted factory overhead
30,000
Unfavorable
$ 1,930

110,000
$ 11,000

12

Materials Usage Variance
Actual quantity used at standard
(11,000 lbs. @ $10)
Standard quantity allowed
(10,000 lbs. @ $10)
Unfavorable

AUDITING

May 4 , 1978; 8:30 A.M. to 12:00 M.

Answer 1
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

b
a
a
c
b
b
b
b
c
a

(60 points)
11.
12.
13.
14.
15.
16.
17.
18.
19.
20.
41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

c
c
b
b
b
a
a
b
d
d
d
a
b
a
b
d
c
a
b
b

51.
52.
53.
54.
55.
56.
57.
58.
59.
60.
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c
c
c
c
c
a
d
c
a
a

c
d
d
c
c
d
d
a
d
b

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

c
a
c
a
a
c
d
c
c
a
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Answer 2

(10 points)
What Brown Should Have Done
to Avoid Inappropriate Action

Inappropriate Action
• Brown should not have accepted the assignment with
out determining the intended use of the financial
statements.

• Brown should have discussed with Calhoun the in
tended use of the statements.
• Brown should have appraised Calhoun’s needs and
expectations and should have advised Calhoun about
the types of professional services appropriate in light
of Calhoun’s objectives.

• Brown should not have ignored Calhoun’s confusion
about the services provided.

• Brown should have explained to Calhoun that prep
aration of financial statements is normally an engage
ment for accounting services and not an audit of
financial statements.

• There is no indication that Brown considered policies
and procedures with regard to acceptance of this new
client.

• Brown should have made appropriate inquiries to
minimize any likelihood of association with a client
whose management lacks integrity.

• Brown should not have accepted a verbal engagement
without confirming it in writing.

® The verbal commitment should have been followed up
with an engagement letter that included a description,
as specific as possible, of the nature and extent of the
accounting service to be performed.

• Brown should not have accepted the contingent fee
arrangement.

• Brown should have accepted a fee arrangement that
was based on the work to be performed, not on a con
tingency such as finishing within a certain time period.

• Brown should not have suggested that the account
name be changed to “fees for limited audit engage
ment.”

• The word “audit” should not be used on nonaudit
engagements. Brown should not have suggested any
change or should have persuaded Calhoun to use the
words “accounting services” and should have made
certain that Calhoun understood the difference be
tween an accounting service and an audit examination
of the financial statements in accordance with gen
erally accepted auditing standards.

Brown should not have ignored the missing invoices.

• Brown should have advised Calhoun of the missing
invoices.
• Brown should have suggested that Calhoun expedite
an investigation of the missing invoices, or, if Calhoun
so desired, Brown could have investigated the matter
as an additional accounting service.

Brown should not have prepared an incomplete set of
financial statements.

• Brown should have prepared a statement of changes
in financial position, which APB Opinion no. 19 re
quires to be presented whenever a balance sheet and
income statement are presented.
• If Calhoun did not wish to include a statement of
changes in financial position with the other basic state
ments, Brown should have appropriately referred to
the incomplete presentation in the disclaimer of
opinion.
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What Brown Should Have Done
to Avoid Inappropriate Action

Inappropriate Action
• Brown should not have prepared a footnote that failed
to disclose lack of conformity with generally accepted
accounting principles.

Brown should have insisted on appropriate revision
of the unaudited statements so that they no longer
reflect assets at replacement costs.
If Calhoun did not wish to make revisions, Brown
should set forth reservations in the disclaimer of opin
ion with respect to the unacceptable accounting and
lack of disclosure and the dollar effect.

Brown’s attempt at a disclaimer did not clearly indi
cate that the statements had not been audited.

Brown should have avoided using the words “without
complete audit verification.” These words imply that
some type of audit was performed, and, because of
them, Brown may be assuming more responsibility
than originally intended.
Brown’s disclaimer of opinion should have stated that
the financial statements “were not audited by me and
accordingly I do not express an opinion on them.”
In addition each page of the financial statements
should have been clearly and conspicuously marked
as “unaudited.”
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Answer 3

(10 points)

14. To discourage employees from planning errors, ir
regularities, and so forth, by making them aware of
auditor presence.

a. Farber should explain to Feiler that an independ
ent audit is an examination of the financial statements in
accordance with certain generally accepted auditing
standards. The objective of an ordinary examination is
to render an opinion on the fairness with which the finan
cial statements present financial position, results of oper
ations, and changes in financial position in conformity
with generally accepted accounting principles applied on
a consistent basis. The auditor, after an objective evi
dence-gathering examination, expresses an opinion and
“bears witness” to the fair presentation of financial state
ments. An independent expert is needed to lend credi
bility to the financial statements. It would not be mean
ingful for a company to report on itself without the
attestation of an independent party because the com
pany, itself, might not be objective.

15. To provide industry-wide comparisons.
16. To provide a realistic look at inventories.
17. To review adequacy of insurance coverage.
18. To provide the professional knowledge of an ex
ternal auditor, which is generally superior to the
client’s bookkeeping experience.

Answer 4

(10 points)

2. Organization and management of the data processing
function
The auditor should understand the typical duties and
different structural arrangements of organization, su
pervision, and division of EDP duties. The auditor
should understand the application of management
principles to the data processing function.

b.
Farber should inform Feiler of the following ways
in which an independent audit can be beneficial:
1. To serve as a basis for the extension of credit.
2. To supply credit rating agencies with required in
formation.
3. To serve as a basis for preparation of tax returns.
4. To establish amounts of losses from fire, theft,
burglary, and so forth.
5. To determine amounts receivable or payable under
a. agreements for bonuses based on profits.
b. contracts for sharing expenses.
c. cost-plus contracts.
6. To provide data for proposed changes in financial
structure or to supply proper financial data in the
event of a proposed sale or merger.
7. To serve as a basis for changes in accounting or re
cording practices.
8. To serve as a basis for action in bankruptcy and
insolvency cases.
9. To determine proper execution of trust agreements.
10. To furnish estates with information in order to ob
tain proper settlements and avoid costly litigation.
11. To provide a review of many aspects of the organi
zation’s activities and procedures.
12. To establish and/or improve systems of internal
control.
13. To provide important aid in case of tax audits,
court actions, and so forth.

3. Characteristics of computer based systems
The auditor should have a broad knowledge of file
organization, process flow, and system design and
should also understand the various methods for safe
guarding computer files and the problems of includ
ing audit trails. The auditor should have the ability
to analyze and design an information system of
modest complexity. The auditor should be familiar
with accounting control procedures that relate to all
EDP activities (general controls) and those that re
late to specific accounting tasks (application
controls).
4. Fundamentals of computer programming
The auditor should understand what programming
entails and should have the ability to prepare specifi
cations for and supervise preparation of a computer
program.
5. Computer center operations
The auditor should understand the use of software in
the operation of the computer. The auditor should
understand the role of the computer operator and
should be able to supervise the running of the com
puter audit programs.
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Answer 5

12 . Review the statement for the purpose of obtaining

(10 points)

significant information to be used in the prepara
tion of the management letter.

a. The following general steps should be followed
by Antonio to verify the Johnson Company’s statement
of changes in financial position:

b.

1. Review the statement to see that it is fairly pre
sented in accordance with GAAP.
2. Check the clerical accuracy of the statement.

Investment in unconsolidated subsidiary (net of cash divi
dend paid)
($1,700)___________________________
• Agree amount with proportionate amount of subsidi
ary’s net income (after adjustment for intercompany
items) reported in subsidiary’s income statement less
cash dividend shown in the subsidiary’s statement of
retained earnings.
• Agree amount with proportionate amount of subsidi
ary’s net income less cash dividend shown on the
Johnson Company’s income statement.

3. Ascertain that the statement format (for example,
concept of funds) is the most informative in the
circumstances. For example, working capital for
mat is not relevant to an entity that does not dis
tinguish between current and noncurrent assets and
liabilities.
4. Ascertain that the statement discloses all important
aspects of the company’s financing and investing
activities.

Proceeds from exercise of stock options
$2,700____
• Agree amount with amount credited to the common
stock and paid-in-capital accounts in the statement of
stockholders’ equity.

5. Ascertain that the statement discloses important
sources and uses of working capital.
6. Ascertain that the format correctly and prominently
shows funds provided from operations and funds
provided from or used by extraordinary and similar
items immediately thereafter.

Cash dividends paid on Common and Preferred Stock
$15,000________________________________________
• Agree amounts with amounts in dividends schedule in
the stockholders’ equity section of the audit working
papers and the amounts included in the statement of
stockholders’ equity.

7. Verify that the statement is based on the balances
shown in the audited financial statements at the
beginning and end of the period covered by the
audit.

Increase in long-term investments (net of
allowances)
$3,000
Allowance for unrealized losses on noncurrent
marketable equity securities
$5,000______________
• Agree the $3,000 to the increase between years in net
long-term investments on the balance sheet.
• Agree the $5,000 to the increase between years in the
net unrealized loss on noncurrent marketable equity
securities in the stockholders’ equity section of the bal
ance sheet and to the statement of stockholders’ equity.
• Agree $8,000 to the net of purchases and sales at cost
in the long-term investment section of the audit work
ing papers.

8. Analytically review the transactions in the non
working-capital accounts that might affect the state
ment of changes in financial position.
9. Ascertain that a statement of changes in financial
position is presented for each period for which an
income statement is presented.
10. Trace, match, or agree statement amounts and like
amounts in other financial statements and/or in
audit working papers.
11. Ascertain that the statement preparation and pres
entation is consistent with prior years.
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May 5 , 1978; 8:30 A.M. to 12:00 M.

Answer 1
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.
14.
15.
16.
17.

c
a
d
c
a
c
c
d
b
d
c
d
a
c
b
b
c

(50 points)
18.
19.
20.
21.
22.
23.
24.
25.
26.
27.
28.
29.
30.
31.
32.
33.
34.

35.
36.
37.
38.
39.
40.
41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

c
a
a
c
a
a
c
d
d
c
a
a
c
d
d
b
d

c
d
c
d
a
c
c
*
c
d
d
a
b
d
a
d

*Due to a typographical error, there is no answer that is
correct or clearly the best.
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Answer 2

indorsers are liable to one another in the order in which
they indorse. This is presumed to be the order in which
their signatures appear on the instrument. Both blank
and special indorsers state that upon dishonor and notice,
they will pay the instrument according to its tenor at the
time of their indorsement to the holder or any subse
quent indorser. The obligation is, in effect, a contractual
undertaking to act as a guarantor. Walker and Dixon are
subject to this liability; Williamson is not.

(14 points)

Part a.
1. No. Although it meets all of the other requisites of
negotiability pursuant to the Uniform Commercial Code,
it lacks the specific terminology of negotiability. That is,
it is neither payable to Smith’s “order” nor payable to
“bearer.” Consequently, it is a nonnegotiable promissory
note. This defect is not cured by Smith’s indorsement
despite the fact he used the words “pay to the order of.”
The indication of the nature of the transaction is legally
insignificant.

2. Yes. Although Farber cannot personally qualify as
a holder in due course because he had notice of the de
fense (fraud) asserted by Marglow prior to the comple
tion of the negotiation, he can assert the standing of his
transferor (K ern). Thus Farber will prevail.
Farber could not assert a subsequent indorser-trans
feror’s standing as a holder in due course (his bank’s) in
that the Uniform Commercial Code provides that a prior
holder who had notice of a defense or claim against him
cannot improve his position by taking it from a later
holder in due course.

2. Yes. The note is not overdue, and Meglo took it for
value and without notice or knowledge of any defect in
it. The only possible assertion that could be made by
Noreen to defeat Meglo’s status as a holder in due course
is that the size of the discount was so large as to indicate
a lack of good faith. In the absence of any further infor
mation, a $300 discount on a one-year note such as this
is not of such amount as to suggest a lack of good faith.
Under these circumstances Meglo would collect the full
$ 2, 000.

Answer 3

3. No. It is a mere personal defense and as such would
not prevail against a subsequent holder in due course.

(12 points)

Part a.

4. Since the instrument is not negotiable it cannot be
“negotiated” to another person so as to enable him to
qualify as a holder in due course. However, the trans
feror does assign all his rights to collect on the promise.
Therefore, even if the typewriters were defective, Meglo
would be entitled to sue on the promise and collect the
amount due, decreased by damages for breach of war
ranty.

Yes. The CPA firm is guilty of a common law deceit,
commonly referred to as “fraud.” The CPA firm was
associated with financial statements that were not in con
formity with generally accepted accounting principles
because of the failure to disclose the restriction on the
cash received, as well as the contingent liability. This
association constitutes the commission of an actionable
tort (deceit) upon the creditors. The fact that there was
no privity of contract between the creditors and the ac
countants is immaterial in relation to an action based on
deceit. Where deceit is involved, the defense of lack of
privity is not available. Deceit is an intentional tort, and
those who engage in it must bear the burden of their
wrongdoing, even though they may not have intended
harm to those affected.
The common law elements of deceit in general are—

Partb.
1. Walker (indorsement 1) is a blank indorser. A blank
indorsement specifies no particular indorsee and may
consist of a mere signature. Williamson (indorsement 2)
is a “without recourse” or qualified indorser. As such,
she does not guarantee payment. Furthermore, the war
ranty that no defense of any party is good against the
indorser, which is given by other indorsers, is limited by
a without-recourse indorsement to a warranty that the
indorser has no knowledge of such defense.
Dixon (indorsement 3) is a special indorser. A spe
cial indorsement specifies the person to whom or to
whose order it makes the instrument payable. Any in
strument specially indorsed becomes payable to the order
of the special indorsee and may be further negotiated
only by that indorsement.
Indorsers in general have contract liability and also
give certain warranties upon transfer. The Uniform Com
mercial Code provides that, unless otherwise agreed.

1. A false representation of a material fact made by the
defendant.
2. Knowledge or belief of falsity, technically described
as “scienter.”
3. An intent that the plaintiff rely upon the false rep
resentation.
4. Justifiable reliance on the false representation.
5. Damage as a result of the reliance.
Clearly, the elements of deceit are present. The
only element that needs further elaboration is the “sci
enter” requirement. About the only defense available to
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the CPA firm would be that it honestly believed that the
government’s claim was groundless based upon the pres
ident’s statement. However, even if this were true, the
CPA firm did not have a sufficient basis to express an
unqualified opinion that the financial statements were
fairly presented. The law includes not only representa
tions made with actual knowledge or belief of falsity but
also those made with a reckless disregard for the truth.
The fact that the CPA firm did not intend to harm any
one is irrelevant. The CPA firm must be considered liable
in light of its training, qualifications, and responsibility
and its duty to those who would read, and might act upon,
financial statements with which the firm is associated.

not legally bound prior to adoption, because it was
not in existence at the time the contract was made.
Dawson, on the other hand, has liability on the con
tracts she made prior to incorporation. Moreover,
with respect to the contracts adopted by the corpora
tion, she assumes the status of a surety unless a
novation was entered into, releasing Dawson of all
liability. The nonexistent principal rule would apply
to Dawson unless the contract she made was con
tingent upon the corporation’s adopting it after com
ing into existence.
2. An exception is made to the general rule of pre
incorporation actions insofar as stock subscriptions
are concerned. Due to necessity and practical con
siderations, the parties who agree to provide the
capital vital to the corporation’s creation are not
permitted to withdraw their commitments for six
months. The Model Business Corporation Act pro
vides that “a subscription for shares of a corporation
to be organized shall be irrevocable for a period of
six months, unless provided by the terms of the sub
scription agreement or unless all of the subscribers
consent to the revocation of such subscriptions.”
Hence, the subscription by Banks is valid and is a
bona fide claim against the Estate of Banks.
3. The board of a newly created corporation is, at its
inception, free to either adopt or reject pre-incorpo
ration contracts made on behalf of the corporation.
This general rule also applies to the employment
contract of a promoter such as Dawson. The ration
ale for the rule is founded upon the belief that the
corporation should not be shackled by commitments
that it did not have an opportunity to adequately
consider. In addition, promoters as a class have often
abused their power and made what have proved to
be self-serving contracts. Thus, the board acted prop
erly, and it need not engage Dawson.
4. The only problem that arises is that Dawson was not
paid in full. She might be entitled to the full $1,000
under two possible theories. The first is a contract
implied in fact (an implied adoption) by the board
accepting all the benefits of the $1,000 expenditure.
The other theory would be a contract implied in law
based upon unjust enrichment. Under this theory, if
Dawson can prove that the corporation did receive
benefits which were worth $1,000, she can recover
the additional $250.

Partb.
1. No. Neither federal nor common law recognizes the
validity of the privilege rule insofar as accountants are
concerned. Furthermore, even where the privilege rule
is applicable, it can only be claimed by the client. Only
a limited number of jurisdictions recognize the rule, and
these jurisdictions have by statute overridden the com
mon law rule which does not consider such communica
tions to be within the privilege rule. The privilege rule
applies principally to the attorney-client and doctorpatient relationships.
2. The Securities Act of 1933 requires a review by the
auditor who reported on the financial statements accom
panying the registration statement of events in the period
between the date of the auditor’s report and the date of
the public sale of the securities. The auditors must show
that they made a reasonable investigation, had a reason
able basis for their belief, and they did believe the finan
cial statements were true as of the time the registration
statement became effective. The auditor defendants have
the burden of proving that the requisite standard was
met. Therefore, unless the auditors can satisfy the fore
going tests, they will be liable.

Answer 4

(14 points)

Part a.
In general, pre-incorporation contracts are not binding
upon a newly created corporation prior to their adoption
by its board of directors. Overall, one would conclude
that the board acted properly and legally with respect to
the actions taken. Each item is discussed separately
below.

Part b.
Directors and officers of a corporation are fiduciaries in
their relationship to the corporation they serve. As such,
they can neither directly nor indirectly benefit in their
dealings with or for the corporation. They cannot engage
in transactions that are in violation of their fiduciary duty

1. The board’s action was proper and within its discre
tion. Care, however, should be taken to avoid an
implied adoption by having the corporation avail
itself of some or all of the benefits of a contract while
purporting to reject the contract. The corporation is
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made such representation or consented to its being
made in a public manner he is liable to such person,
whether the representation has or has not been made
or communicated to such person so giving credit by
or with the knowledge of the apparent partner mak
ing the representation or consenting to its being
made.
The central issue is apparent from a reading of the
facts and the statute. Did Burbank “consent”? There is
a split of authority on the question of whether Burbank’s
inaction constituted consent. It has been held that per
sons are liable if they have been held out as partners and
know that they are being so held out, unless they prevent
it, even if to do so they have to take affirmative action.
On the other hand, the partnership act takes the position
that to be held as a partner, one must consent to the
holding out and that consent is a matter of fact to be
proven as any other fact. Since “consent” is to be proven
as any other fact, it can be inferred from circumstantial
evidence, that is, the conduct of one held out taken in
light of all the surrounding circumstances. Based upon
Burbank’s failure to do virtually anything under the cir
cumstances, it would not be surprising if Burbank were
held to have consented.

to protect and further the best interests of their principal.
Making a secret profit or acquiring a personal advantage
out of their office is an act which the corporation may
seek to have set aside as voidable.
Based upon this general statement of directors’ and
officers’ fiduciary duty, it appears that the dissenting
shareholders could sue derivatively on behalf of Mono
lith. That is, they could institute legal action on behalf
of and in the name of Monolith to set aside the VarianceApex transaction and have the business transferred to
Monolith along with the profits earned during the in
terim. As an alternative, they could seek to recover
directly from Duval damages that would be payable to
Monolith.
The result seems clear in light of the facts. First, the
opportunity came to Duval in his capacity as the chair
man of the board and president of Monolith. Next, he
did not pursue the matter but instead informed Vari
ance’s president of the opportunity to purchase Apex.
Duval’s conduct appears to be a case of self-dealing,
duplicity, secrecy, and perhaps deceit. Taking the law
and all the circumstances surrounding the purchase of
Apex assets by Variance, Monolith’s dissenting share
holders would probably be successful in a derivative
shareholder action.

Part b.
Answer 5

1. The partners will remain jointly and severally liable
for the debts of the partnership. The fact that the partner
ship transfers all of its assets to a corporation in no way
diminishes their liability to the partnership creditors who
could have held the partners personally liable. Obviously,
parties dealing with the corporation after the transfer
will not be able to assert rights against the former part
ners who are now shareholders.
The corporation’s liability for the debts of the
former partnership, particularly the contingent liability,
would normally be provided for by an express assump
tion of liability by the successor. If this were a purchase
by an unrelated third-party corporation, the partners
would, of course, insist upon the inclusion of an express
assumption. This is also common in circumstances de
scribed in the fact situation where a new corporation is
created by the partners who in turn own its shares and
the corporation acquires the property and carries on the
business of the partnership. Where there is an express
assumption, the Uniform Partnership Act expressly pro
vides that the creditors of the dissolved partnership are
also creditors of the “person” (here a corporation) con
tinuing the business. The same result is obtained by
resort to the third-party creditor beneficiary doctrine.
But unless the creditors agree, the partners remain liable
for the partnership debts.
Even where there is no express assumption by the
successor, liability may be imposed upon the “person”

(10 points)

Part a.
1. No. The Uniform Partnership Act provides the cri
teria for determining whether a partnership exists be
tween two or more parties. Although there are several
other factors, such as sharing in losses, joint ownership of
property, and exercise of management functions, the
most important single factor is whether the parties share
in profits. Under the facts of the case presented, there is
a total lack of any of the factors necessary to establish
the existence of an actual partnership between Millard
and Burbank.
2. Since Millard and Burbank are not in fact partners,
the only legal theory upon which Easy might recover is
that Burbank is a “partner by estoppel.” This theory is
contained in section 16 (1) of the Uniform Partnership
Act:
When a person, by words spoken or written or by
conduct, represents himself, or consents to another
representing him to anyone, as a partner in an exist
ing partnership or with one or more persons not
actual partners, he is liable to any such person to
whom such representation has been made, who has,
on the faith of such representation, given credit to
the actual or apparent partnership, and if he has
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loss upon the change in form from the partnership to the
corporate status. This is a tax-free exchange within the
provisions of sections 351 and 368(c) of the Internal
Revenue Code. The gain is, in effect, postponed, and
each partner’s respective basis and holding period for
his partnership interest becomes the basis and holding
period for the stock in the corporation.

(corporation) continuing the business, based upon one
of the following theories. First, the courts may find a
contractual obligation or promise implied in fact based
upon the presumed intention of the parties. Second, the
corporation may be disregarded and treated as the mere
alter ego of the parties or as a sham.
2. As a general rule, there is no recognition of gain or
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Answer 1
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.

a
c
c
b
c
d
a
c
d
d
c
b
a

Answer 2

(25 points)
14.
15.
16.
17.
18.
19.
20.
21.
22.
23.
24.
25.

c
b
a
d
b
d
a
d
d
c
a
c

26.
27.
28.
29.
30.
31.
32.
33.
34.
35.
36.
37.
38.
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c
b
a
b
b
b
c
d
b
d
b
a
a

(25 points)
39.
40.
41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

d
c
b
c
d
d
c
b
a
c
c
a
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Answer 3

(10 points)

Partb.
The temporal method generally translates assets and lia
bilities expressed in foreign currency in a manner that
retains the accounting principles used to measure them
in foreign statements and is characterized by the fol
lowing:

Part a.
The term measure, as used by the Financial Accounting
Standards Board, refers to the quantification of an at
tribute of an item in a unit of currency other than the
reporting currency. In this respect, transactions or bal
ances reflected on a foreign financial statement are ex
pressed in terms of U. S. dollars by applying the appro
priate exchange rate to the foreign amount. This process
is referred to as translation. It is possible to measure a
given transaction or balance in terms of any other cur
rency if the appropriate exchange rate is known.
An asset or liability is denominated in a foreign
currency if the liability or right to receive is fixed in
terms of the foreign currency, regardless of the exchange
rate. When an account receivable (or payable) is cre
ated and stated in fixed amounts of the foreign currency,
the entity has the right (obligation) to receive (pay) the
originally stated number of units of foreign currency. A
change in the exchange rate between the date of the
right to receive (obligation to pay) and the date the asset
(liability) is received (paid) gives rise to an exchange
gain or loss. An asset or liability may only be denomi
nated in one currency.
Any given transaction may be measured in one
currency and denominated in another currency. An ex
ample of such a transaction would be the purchase of
goods for sale by a German subsidiary of a U.S. com
pany (measuring the transaction in German marks)
from a British company payable (denominated) in
pounds sterling.
A transaction may also be measured and denomi
nated in the same foreign (with respect to a parent
company) currency. An example of this type of trans
action would be a British subsidiary of a U. S. company
purchasing an asset from another British company. In
this example the British subsidiary would measure the
transaction in pounds sterling and would subsequently
satisfy the debt in pounds sterling.
In the first example, a change in the exchange rate
between the date of the purchase of the goods and the
settlement of the debt would cause the debt to be paid
at an amount different from the original balance meas
ured in U. S. dollars at the date of the transaction. This
difference arises because a fixed amount of pounds ster
ling must be paid in order to settle the debt regardless of
the cost to obtain the pounds sterling.
In the second example, the subsidiary measures its
transactions in the currency in which the debt is denomi
nated, and so a subsequent change in the exchange rate
of pounds sterling to U. S. dollars would have no effect
on the amount of the debt owed.

• Cash or amounts receivable or payable that are de
nominated in a local foreign currency are to be trans
lated using current rates.
• All other assets and liabilities that are not classified as
above are to be translated in a manner that retains
their original measurement bases. The historical rate
is to be used for accounts that are carried at prices in
past exchanges, and the current rate is to be used in
translating accounts that are priced in current or fu
ture exchanges.
• Revenue and expense accounts are to be translated
at the average exchange rate in effect during the period
being reported upon. However, revenue and expense
balances related to assets and liabilities translated at
historical rates are translated at the rate in existence
at the time the asset or liability was attained. Examples
of revenue and expense accounts to be translated at
historical rates are depreciation, amortization, inven
tory changes in cost of goods sold, and recognition of
deferred income.
The balances in long-term accounts receivable and
long-term debt represent amounts receivable or payable
denominated in local foreign currency and as such must
be translated at the current rate of exchange.
Inventory valued at cost and deferred income each
represent accounts measured in past exchanges and must
be translated at historical rates.

Answer 4

(10 points)

Part a.
1. Normal cost. Normal cost represents the annual cost
assigned, under the actuarial cost method in use, to years
subsequent to the inception of a pension plan or to a
particular valuation date. Depending on the actuarial
method adopted, this cost may represent (1) the present
value of an annuity, to be paid at a future date, in an
amount equal to the benefits earned by the employee(s)
during the year (unit credit) or (2) the incremental cost
of an annuity in a projected amount representing the
total benefits expected to be paid to an employee or
group of employees at a future date (entry age normal).
Generally accepted accounting principles require that
normal cost be accrued annually.
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4. Interest. In actuarial terminology, the term interest
connotes the return earned or assumed to be earned on
funds invested or to be invested to provide for future
pension benefits. In calling the return “interest,” it is
recognized that, in addition to interest on debt securities,
the earnings of a pension fund may include dividends on
equity securities, rentals on real estate, and gains or
(as offsets) losses on fund investments.
Interest earned (or assumed to be earned on
unfunded prior cost) is recognized on the accrual basis.

2. Past service cost. Past service cost represents pension
cost assigned to years prior to the inception of a pension
plan. This cost arises when a company chooses to recog
nize (at the date of the adoption of a formal pension
plan) the past service of employees as a credit towards
their eventual retirement.
Generally accepted accounting principles provide
some latitude in the accrual of past service cost. At mini
mum, the interest presumed to be earned on the unfunded
past service cost must be accrued. The minimum accrual
reflects the theory held by some actuaries that, because
of the nature of a large pool of employees covered by a
pension plan, it is highly probable that the actual amounts
representing past service cost need never be funded in
order to pay benefits as employees retire. Under this
theory it is only necessary to accrue the assumed interest
earned to avoid increasing the total amount attendant to
past service cost.
Presently the maximum accrual of past service cost
is 10 percent per year (straight-line basis) until fully
accrued. The maximum accrual was determined to pre
vent arbitrary and excessive write-offs of past service
cost and to recognize that the past service cost has a
finite life with respect to the benefits provided to the
company by their incurrence. It must be stressed, how
ever, that the accrual of past service cost is to be accom
plished in the current and future periods (if done at all)
and not as some type of prior-period adjustment. The
accrual of past service cost is usually independent (with
the exception of interest accrual for unfunded amounts)
of the actual funding of the cost.

Partb.
1. Proponents of accruing past service cost only to the
extent funded list the following arguments for doing so:
•

•

•

•
3. Prior service cost. Prior service cost represents pen
sion cost assigned, under the actuarial cost method in
use, to years prior to the date of a particular actuarial
valuation. Past service cost (cost that represents the
amount of benefits earned by existing employees prior
to the adoption of a specific pension plan) is classified as
prior service cost, and costs attributable to prior service
resulting from the amendment of an existing pension plan
are also classified as prior service cost.
Prior service cost resulting from amendment of an
existing pension plan is accounted for in the same manner
as past service cost. At a minimum, the interest presumed
earned on the amount of unfunded prior service cost must
be accrued on an annual basis, and the maximum accrual
(amortization) of prior service cost is 10 percent per
year (straight-line basis). As with past service cost, prior
service cost is to be accrued (if done at all) in the current
and future periods and not as some type of prior-period
adjustment. The accrual of prior service cost is com
pletely independent (with the exception of interest ac
crual for unfunded amounts) of the actual funding of
the cost.

•

•

•
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Many employers believe that past service cost will
never be funded except with regard to interest. If this
is true it would be improper to make accounting
provision for amounts that will never be paid.
In granting past service credits under a pension plan,
an employer obtains diverse advantages of indefinite
duration. Past service cost is thus in the nature of
an intangible that does not diminish in value and
need not be amortized (accrued).
To require an annual provision for past service cost
(in excess of payments) is to espouse the erroneous
concept that pension accounting can be based on
particular people at a particular time. Actuarial
assumptions are not valid for individuals.
The credit balance from accrued but not funded past
service cost, if a liability, is a curious one, since it is
not payable to anyone in particular.
If the objective of accruing past service cost over a
period of years is to provide a level charge to earn
ings, it must be considered that a sharp drop in an
nual pension expense may occur when the accrual
(amortization) of past service cost has been com
pleted.
Accruing pension cost in excess of amounts funded
does not effectively extinguish the liability for pen
sions in that the unfunded portion remains at risk
as though no accrual had been made.
Pension cost is a loading on employment cost, but
without regard to the way employee benefits are
measured and without regard to any particular period
of time, either before or after the adoption of a
pension plan. The key requirement is that the annual
pension charge be a reasonable measurement of the
annual amount required to balance the benefits to be
paid in the future. For a relatively mature employee
group, the amount of such an annuity would be
approximately the same as an annual contribution
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•

Answer 5

of normal cost plus interest on past service cost for
present employees.
Many companies, in successful years, pay discre
tionary additional compensation (bonuses). Other
companies have deferred profit-sharing arrange
ments. The cost of both bonuses and profit-sharing
plans varies from year to year. Consequently, em
ployers should have flexibility in deciding when (if
at all) to charge past service cost to expense.

a. Research, as defined in Statement of Financial Ac
counting Standards no. 2, is “planned search or critical
investigation aimed at discovery of new knowledge with
the hope that such knowledge will be useful in developing
a new product or service . . . or a new process or tech
nique . . . or in bringing about a significant improvement
to an existing product or process.”
Development, as defined in Statement of Financial Ac
counting Standards no. 2, is “the translation of research
findings or other knowledge into a plan or design for
a new product or process or for a significant improve
ment to an existing product or process whether intended
for sale or use.”

2. Proponents of the accrual of past service cost whether
or not funded cite the following arguments in favor of
their position:
•

•

•

•

•

•

(10 points)

Past service cost is a cost of providing pensions for
the employees initially covered and so should be
charged to expense over a reasonable period follow
ing the inception of a plan.
Funding interest alone on past service cost is sub
jective regarding the rate of interest the funds will
earn. In fact, if the interest rate factor is too low,
past service costs may grow because too little interest
is accrued (funded) during a period.
Even though actuarial assumptions are invalid for
individuals, the facts concerning individuals are the
raw materials for making the pension cost calcula
tion. Since the purpose of pension cost is to estimate
the cost of providing pensions for a specific group
of individuals, the entire cost (including past service
costs) must be considered based on the individuals
that compose the group.
The matching concept is a pervasive argument in
accounting for past service cost. Matching expenses
and revenues for a given period of time is essentially
independent of funding the expenses. Further, a de
sire for levelness in charges to expense is not an
adequate reason for failing to record an element of
cost.
The commitment to pay pensions to employees is
long term and is not motivated by the immediate
availability of earnings and cash as may be the case
for bonuses and profit sharing. As such, the cost of
the pension plan should be recorded in accordance
with the matching and accrual concept without direct
regard to earnings and availability of cash.
The accounting concept of conservatism would ap
pear to require that these costs, when their existence
is known, be charged to earnings in a manner that
does not defer a charge against earnings to a future
period when a cause-and-effect relationship cannot
be clearly established. If this concept were not ad
hered to, the effect would be to overstate earnings
in the current period and understate earnings in
future periods.

b. The current accounting and reporting practices for
research and development costs were promulgated by the
Financial Accounting Standards Board (FASB) in order
to reduce the number of alternatives that previously
existed and to provide useful financial information about
research and development costs. The FASB considered
four alternative methods of accounting: (1) charge all
costs to expense when incurred; (2) capitalize all costs
when incurred; (3) selective capitalization; and (4)
accumulate all costs in a special category until the exist
ence of future benefits can be determined. The FASB
concluded that all research and development costs should
be charged to expense as incurred. (Statement of Finan
cial Accounting Standards no. 2 does not apply to activi
ties that are unique to enterprises in the extractive indus
tries, and accounting for the costs of research and
development activities conducted for others under a
contractual arrangement is a part of accounting for con
tracts in general and is beyond the scope of that state
ment. )
In reaching this decision, the FASB considered the
three pervasive principles of expense recognition: (1)
associating cause and effect; (2) systematic and rational
allocation, and (3) immediate recognition. The FASB
found little or no evidence of a direct causal relationship
between current research and development expenditures
and subsequent future benefits. The high degree of uncer
tainty surrounding future benefits, if any, of individual
research and development projects makes it doubtful
that there is any useful purpose to be served by capital
izing the costs and allocating them over future periods.
In view of the above, the FASB concluded that the first
two principles of expense recognition do not apply, but
rather that the “immediate recognition” principle of
expense recognition should apply.
The high degree of uncertainty about whether re
search and development expenditures will provide any
future benefits, the lack of objectivity in setting criteria,
and the lack of usefulness of the resulting information
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specific asset if a specific index exists for that asset. The
estimate of replacement cost computed under any of the
procedures may or may not approximate the current
value of the specific asset in question. The true current
value of an asset is a function of future utility (cash flows)
in the hands of the owner. The outside market or index
may not recognize the same amount of future utility
(cash flows), and, as such, the market price will be higher
or lower than the replacement cost computed using one
of the procedures discussed earlier.

led the FASB to reject the alternatives of capitalization,
selective capitalization, and accumulation of costs in a
special category.
c. In accordance with Statement no. 2 of the Financial
Accounting Standards Board, the following costs attri
butable only to research and development should be ex
pensed as incurred;
•
•
•
•

Design and engineering studies.
Prototype manufacturing costs.
Administrative costs related solely to research and
development.
The cost of equipment produced solely for develop
ment of the product ($200,000).

Present value of future cash flows. The present value of
future cash flows method of current-value accounting
(sometimes referred to as exit value) is a theoretical at
tempt to disclose the effects of changing values of assets
employed by a business entity based on the estimated
current sales value to a third party. The present value of
future cash flows method makes the assumption that the
maximum market value of a specific asset to a third party
is the present value of the future cash flows that will be
earned or caused to be earned by the productive employ
ment of the asset.
The procedure of computing the value of a specific
asset under the present value of future cash flows as
sumption is to determine the present value of an ordinary
annuity equal to the cash flows generated by the asset
plus the present value of any residual value at the end of
the asset’s life. If the cash flows in the future are unequal
between periods (as is usually the situation) the present
value of each future cash flow in the future periods may
be computed and added to the present value of any resi
dual value of the asset at the end of its productive life to
obtain the estimate of current value. Each element of the
present value computation is subjective, and an error
in any element will cause the value to be misstated. If an
error is made in the estimate of future cash flows, the
number of periods that cash flows will continue, or the
rate of interest to discount future cash flows, or any com
bination of the three, the resultant current value will be
erroneous. Another potential area of difficulty is that,
because of the mathematical method of arriving at the
estimated current value, an undue degree of precision
will be attributed to the resultant amount, which may be
no more precise than would be derived from any other
method of estimating current value.

The remaining $300,000 of equipment should be
capitalized and shown on the statement of financial posi
tion at cost. The depreciation expense resulting from the
current year is a part of research and development ex
pense for the year. The market research direct costs and
related administrative expenses are not research and de
velopment costs. These costs are treated as period costs
and are shown as expense items in the current earnings
statement.
Answer 6

(10 points)

Part a.
Replacement cost. The replacement cost method of cur
rent-value accounting (sometimes referred to as entry
value) is a theoretical attempt to disclose the effect of a
changing value of an asset employed by a business entity
based on an estimate of the cost to replace the asset with
another of essentially the same production potential at a
given point in time. Specific assets change in value over a
period of time due to such factors as availability, techno
logical advances, physical deterioration, and other fac
tors that would affect their value if they had to be re
placed at a date subsequent to their acquisition.
There are several currently employed procedures
for estimating replacement cost including appraisal,
prices existing in a resale market, and specific price in
dexes (for specific assets as opposed to general price-level
indexes). All of the procedures are subjective to a degree.
For example, appraisals may vary for reasons of geo
graphic location, initial purchase price, or value attri
buted to the asset as an integral part of a company’s pro
duction process. A resale market, if one should exist, is
more objective than an appraisal, but there are still some
subjective assumptions regarding an arm’s-length trans
action, an essentially comparable asset having been
traded near the valuation date, and the strength (depth)
of the existing market. Specific indexes are a good
method of determining the effect of changing prices on a

Part b.
Matrix block 2. Nonmonetary assets recorded under the
method described in block 2 will retain the historical
cost basis, but the standard of comparison has been
changed from units of money to units of general purchas
ing power. This method of reflecting nonmonetary assets
will cause the amount shown as an asset to differ from
the traditional method in periods of inflation or deflation.
This notion is supported by the argument that the
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unit of measure is not a stable monetary unit, and, by
stating assets in terms of a “common dollar,” the assets
are stated in terms of a stable unit of measure.
All holding gains or losses not recognized during
the life of the nonmonetary asset will be deferred until
the ultimate disposal of the asset because the basis of the
asset has not been altered during the life of the asset.
This deferral of gain or loss is the same as occurs using
the traditional method discussed in matrix block 1. How
ever, the amount of gain or loss recognized upon sale or
abandonment of the nonmonetary asset may be different
from the amount computed using the traditional method.
This difference results from the restatement of the orig
inal cost basis in terms of the common dollar. In effect,
gains or losses from the changing value of the dollar are
eliminated and the gain or loss on disposal or abandon
ment is limited to holding gains or losses and any residual
excess over or under current value stated in terms of the
common dollar.

dollars given up and current value of the asset (dollars
received).
Matrix block 4. The relationship of assets recorded under
the method described in block 4 has been changed from
historic cost to current value determined by one of sev
eral methods, that is, replacement value, market value,
or net present value. Further, the standard of comparison
has changed in that the current value amount is restated
in terms of a common dollar. For these two reasons, the
amount shown for assets will differ from the amount
shown using the traditional method.
This method draws its support from the justification
for the methods depicted in matrix blocks 2 and 3,
namely, compensating for the unstable dollar and recog
nition that market forces affect the value of an asset
over a period of time.
Using this method of asset valuation, the earnings
statement will periodically reflect holding gains or
losses, but these gains or losses will be restated in terms
of a common dollar. As in block 3, gains or losses will be
recognized over the life of the asset due to the recogni
tion of holding gains or losses, and at the date of sale or
abandonment any remaining gain or loss recognized is
merely a recognition of the error in estimating true cur
rent value. Because the current value is restated in
terms of a common dollar, the total gain or loss will be
different from the amount computed using the traditional
method.

Matrix block 3. The relationship of assets recorded under
the method described in block 3 has been changed from
historic cost to current value, although the standard of
comparison is still units of money. Under this method
there is no attempt to restate the original dollars ex
pended in terms of a “common dollar.” However, it may
be argued that, implicit in any current valuation method
(replacement value, market value, or net present value),
there is an element of current value compensating for the
changing value of the dollar. This method of asset valua
tion does not recognize any implicit change in the unit of
measure. Therefore, any difference in amounts recorded
using this method and the traditional method is due to a
change in the current value of the asset.
The justification for such an adjustment is based on
the assumption that the value of an asset is affected by
outside market factors.
The change in current value of assets throughout
the life of the assets (commonly referred to as “holding”
gains and losses) are recognized as gains or losses period
ically during the productive life of the asset resulting in
annual earnings statement recognition of holding gains
or losses. Upon disposal of the asset, there theoretically
will be no gain or loss because the asset is shown at cur
rent value. The sum of the holding gains or losses recog
nized in prior periods will comprise the total gain or loss,
and any recognized gain or loss on disposal merely results
in a correction of the current estimate of current value.
While the timing of the gain or loss recognition under this
method differs from the traditional method, the magni
tude of the total gain or loss recognized will be the same
under both methods. This is because the purchasing
power of the dollar is assumed to remain unchanged
throughout the life of the asset, and the amount of the
gain or loss is computed as the difference between the

Answer 7

(10 points)

Situation I
a. A change in the depreciable lives of fixed assets is a
change in accounting estimate.
b. In accordance with generally accepted accounting
principles, the change in estimate should be reflected
in the current period and in future periods. Unlike a
change in accounting principle, the change in ac
counting estimate should not be accounted for by
showing the cumulative effect of prior periods in
current earnings or by presenting pro forma earnings
data giving effect to the change as if it had been ap
plied retroactively.
c. This change in accounting estimate will affect the
statement of financial position in that the accumu
lated depreciation in the current and future years will
increase at a different rate than previously reported,
and this will also be reflected in depreciation expense
in the earnings statement in the current and future
years.
d. A footnote should disclose the effect of the change in
accounting estimate on income before extraordinary
items, net income, and related per-share amounts for
the current period.
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ciple, as defined by the Accounting Principles Board
in Opinion no. 20.
b. Accordingly, the cumulative effect of the change
should be reflected in the current-year financial state
ments, and the financial statements included for com
parative purposes should be presented as previously
reported.
c. As a result of the change to straight line, the currentyear statement of financial position will reflect a
lower accumulated depreciation amount and the
book valued of the existing fixed assets will be in
creased. The current-year earnings statement will be
affected directly in two specific areas: depreciation
expense for the current period and an additional cate
gory of contra-expense shown after extraordinary
items. The additional category of contra-expense is
the cumulative effect of the change on the beginning
retained earnings of the current period, as though the
change had been applied in the earliest applicable
period. The amount of this item is determined by
recomputing earnings and retained earnings balances
for all applicable prior periods as if the change had
been applied retroactively. The difference between
the recomputed retained earnings balance at the be
ginning of the current period and the original open
ing balance of retained earnings in the current period
represents the contra-expense amount reflecting the
cumulative effect of the change on prior-year finan
cial statements.
The Accounting Principles Board also con
cluded that the effect of the change should be dis
closed for the current period and on a pro forma
basis for all prior period financial statements in
cluded with the current financial statement for com
parative purposes. The effect of the change in each
instance should be disclosed for income before ex
traordinary items, net income, and all related pershare amounts.
d. Additionally, the nature of and justification for the
change should also be disclosed in the footnotes to
the financial statements.

Situation I
a. The change from reporting the investment in Allen
using the cost method to using a consolidated finan
cial statement basis is a change in reporting entity.
The change in reporting entity is actually a change
in accounting principle, but the Accounting Princi
ples Board excluded this change from the general
category to give it special reporting procedures.
b. A change in reporting entity is effected and disclosed
by restating all prior-period financial statements in
accordance with the method of presenting the current
financial statements of the new reporting entity. In
the initial set of financial statements occurring after
the change, the nature of and reason for the change
must be disclosed by footnote, but subsequent finan
cial statements need not repeat the disclosures.
c. The statement of financial position will be affected by
this change in that the investment account of the
parent and the equity section of the subsidiary will be
eliminated, intercompany accounts will be elimin
ated, and a goodwill account as well as a minority
interest account may arise.
The earnings statement will be affected in that
intercompany transactions will be eliminated and a
minority interest in earnings will be shown. Also, if
goodwill has been created, the earnings statement will
show amortization of goodwill.
d. The financial statements of the period of the change
in the reporting entity should describe by footnote
disclosure the nature of the change and the reason for
it. In addition, the effect of the change in earnings
before extraordinary items, net earnings, and related
per-share amounts should be disclosed for all periods
presented. Financial statements of subsequent peri
ods need not repeat the disclosures.
Situation III
a. The change in the method of computing depreciation
for all fixed assets (previously recorded and future
acquisitions) represents a change in accounting prin

29

Unofficial Answers to Exam ination
Novem ber 1978

ACCOUNTING PRACTICE—PART I

November 1, 1978; 1:30 to 6:00 P.M.

Answer 1 (10 points)

Answer 2 (10 points)

1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

a
b
a
d
d
c
c
c
b
c

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

a
b
b
a
c
c
c
c
b
d
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d
b
c
d
d
b
c
b
b
a

31.
32.
33.
34.
35.
36.
37.
38.
39.

c
d
d
c
b
d
c
a
d
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Answer 3 (10 points)
Part a.

1.

MyKoo Corporation
SCHEDULE OF TOTAL AMOUNT RECEIVED FOR SERIAL BOND
Present value of amount to be paid on January 1 each year
for 5 years at an annual yield of 6% ($200,000 x 4.2124)

$842,480

Present value of interest to be paid at the end of each year
for 5 years at an annual yield of 6% computed as follows:
Present value
Bonds
Interest
factor at 6%
at 5%
Date
outstanding
.9434
12/31/78
$1,000,000
$50,000
12/31/79
.8900
800,000
40,000
.8396
12/31/80
30,000
600,000
.7921
12/31/81
400,000
20,000
.7473
12/31/82
200,000
10,000
Total present value of interest payments

2.

Present value
o f interest
payments
$47,170
35,600
25,188
15,842
7,473
131,273
$973,753

M yKoo Corporation
AMORTIZATION OF BOND DISCOUNT
Interest (Effective Rate) Method
(B)

(C)

(D)

(E)

(F)

Year

(A)
Carrying value
o f bonds
($1,000,000
-E-F)

Effective
interest expense
(6% X A)

Interest
payments

Amortization o f
bond discount
(B-C)

Cumulative
principal
payments

Issue
1
2
3
4
5

$973,753
782,178
589,108
394,454
198,121
0

$ 58,425
46,930
35,346
23,667
11,879*

$ 50,000
40,000
30,000
20,000
10,000

$ 8,425
6,930
5,346
3,667
1,879

Bond discount
balance
(E-D)
$26,247
17,822
10,892
5,546
1,879
0

$176,247

$150,000

$26,247

$ 200,000
400,000
600,000
800,000
1,000,000

*Rounding differences ignored.
Note: Computations for years 3, 4, and 5 are not part of requirement but are included in answer so that complete sched
ule can be presented.
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Part b.

Schedule 2

1.

Computation o f Common Stock

Entry

Debit

Credit

Resulting From Conversion

Cash
$11,000,000
Bonds payable
$10,000,000
Premium on bonds
payable
1,000,000
To record issuance of $10,000,000 of 4% convertible
debentures for $11,000,000. The bonds mature in ten
years, and each $1,000 bond is convertible into five
shares of $30 par value common stock.

Number of shares convertible on
January 1, 1976:
Number of bonds
($ 10,000,000 ÷ $ 1,000)
Number of shares for each bond
Stock split on January 1, 1977
Bonds converted
Number of shares converted
Par value

2.
Entry

Debit

Credit

To record issuance of $2,000,000 of 7% bonds with
detachable warrants. The bonds mature in ten years,
and each detachable warrant gives the bondholder the
right to purchase for $30, one share of $1 par value
common stock.

$ 1,000,000
$ 100,000

Amortization for 1977
100,000
200,000

Premium on bonds payable
on January 1, 1978
Bonds converted

60,000
$_____ 10

Entry
Debit
Credit
Cash
$2,000,000
Discount on bonds payable
100,000
Bonds payable
$2,000,000
Additional paid-in capital (stock
purchase warrants)
100,000

Computation o f Unamortized Premium
on Bonds Converted

($1,000,000 ÷ 10)

50,000
_______3
150,000
40%

Part c.

Schedule 1

($ 1,000,000 ÷ 10)

5

$600,000

Bonds payable
$4,000,000
Premium on bonds payable
(Schedule 1)
320,000
Common stock, $10
par (Schedule 2)
$ 600,000
Additional paid-in
capital
3,720,000
To record conversion of 40% of the outstanding 4%
convertible debentures after giving effect to the 3-for-1
stock split.

Premium on bonds payable
on January 1, 1976
Amortization for 1976

10,000

800,000
40%
$ 320,000
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Answer 4 (10 points)

Computation o f Billings on Uncompleted Contract
in Excess o f Related Costs Under
Percentage-of-Completion Method

Part a.
Accounts
Inventory payable
Sales
$1,250,000 $1,000,000 $9,000,000

Initial amounts
Adjustments:
Increase (decrease)
(155,000)
1.
(22,000)
2.
NONE
3.
4.
210,000
25,000
5.
2,000
6.
7. ($265,000 X
(5,300)
2%)
54,700
Total adjustments

(155,000)
NONE
NONE
NONE
25,000
2,000

Construction costs incurred during the
year
$1,250,000
Gross profit to be recognized during the
year (above)
250,000
Total charged to construction-in
progress
1,500,000
Partial billings on contract
(30% X $6,000,000)
1,800,000

NONE
NONE
40,000
NONE
NONE
NONE

$ (300,000)

(5,300)
(133,300)

NONE
40,000
Adjusted amounts $1,304,700 $ 866,700 $9,040,000

Answer 5 (10 points)
Part a.
1.
Harold and Bella Barton
COMPUTATION OF ADJUSTED GROSS INCOME
For the year ended December 31, 1977

Part b.
1.

Income from self-employment (Schedule 1) $26,813
Long-term capital loss ($3,500 x 50%)
(1,750)
Contribution to Keogh retirement plan
($3,000+ $1,000)
(4,000)
$21,063

Computation o f Gross Profit to Be Recognized
Under Completed-Contract M ethod
No computation necessary. No gross profit is to be
recognized prior to completion of contract.
Computation o f Billings on Uncompleted Contract

Schedule 1

in Excess o f Related Costs Under
Completed-Contract Method
Construction costs incurred during
the year
Partial billings on contract
(30% X $6,000,000)

Computation o f Income From Self-Employment
Gross cash receipts
Commissions received
Reimbursement for repairs to automobile

$1,250,000

1,800,000
$ (550,000)

Expenses
Secretary’s salary
($8,000+ $1,262)
$ 9,262
Commissions paid to outsiders
12,000
Office rent, net
($14,000 - $5,000)
9,000
Automobile expenses
1,800
Depreciation:
Office equipment
$1,600
Automobile
1,000
2,600
Office expenses
1,160
Country club dues and expenses
($3,900 X 60%)
2,340
Employer’s payroll taxes
825

2.
Computation o f Gross Profit to Be Recognized
Under Percentage-of-Completion M ethod
Total contract price
Total estimated cost
($1,250,000 + $3,750,000)

$6,000,000
5,000,000

Estimated total gross profit from
contract

$1,000,000

Percentage-of-completion

______25%

Gross profit to be recognized during the
year ($ 1,000,000 x 25%)
$ 250,000
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$65,100
700
65,800

38,987
$26,813

Accounting Practice—Part I
2.

2.

Harold and Bella Barton
COMPUTATION OF TOTAL ITEMIZED
DEDUCTIONS
For the year ended December 31, 1977

Contributions
Taxes paid (Schedule 1)

Agnes Jones
COMPUTATION OF TOTAL ITEMIZED
DEDUCTIONS
For the year ended December 31, 1977
$2,644
180

Medical expenses (Schedule 1)
Interest expense
Real estate taxes paid
State income taxes withheld

$ 600
4,577
$5,177

2,000

790
$5,614

Schedule 1
Computation o f Taxes Paid
Real estate (residence) taxes
Sales taxes
State gasoline taxes
State income tax (balance 1976)
State income tax (estimate 1977)

Schedule 1
$2,330
770

Computation o f Medical Expenses
One-half of medical insurance premiums
(not more than $150)
$ 150
$ 300
Prescription drugs
1% of adjusted gross income
($21,400 x 1%)
214

102

625
750
$4,577

86
Balance of medical insurance
premiums
Doctor bills

Part b.
1.
Agnes Jones
COMPUTATION OF ADJUSTED GROSS INCOME
For the year ended December 31, 1977
Salary
Interest income
Dividend income ($600 less$100 exclusion)
1976 state income tax refund

3% of adjusted gross income
($21,400 X 3%)

$18,000
2,200
500
700

650
2,400
3,136
642
2,494
$2,644

3. The allowable child care credit would be limited to
$400 ($2,000 limit x 20%).

$21,400
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Answer 2 (10 points)

Answer 1 (10 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.

c
c
c
b
c
b
a
b
c

10. d

11.
12.
13.
14.
15.
16.
17.
18.

19.
20.
21.
22.
23.
24.
25.
26.
27.

c
a
c
c
b
b
b
d
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c
c
a
d
b
b
c
a
b

28.
29.
30.
31.
32.
33.
34.
35.

d
c
d
a
d
c
d
b

Accounting Practice—Part II
Debit

Answer 3 (10 points)

Credit

( 6)

Part a.

Prepaid expenses
Operating expenses
Retained earnings
To adjust for nonrecognition of
prepaid expense in 1976

Noble Corporation
ADJUSTING JOURNAL ENTRIES
December 31, 1977
Debit

Credit

Common stock
Capital in excess of par
To adjust for capital contributed in
excess of par value

$ 10,000
$ 10,000

(4)
Equipment
Operating expenses
Retained earnings
Accumulated depreciation
To adjust for misposting of equip
ment purchase in 1976

16,000

1977
Debit
( Credit)

16,000

1976
Debit
( Credit)

$(220,000) $(195,000)
Reported income
Change in accounts receivable
loss experience rate from
2% to 1%
( 10, 000)
Unrealized loss on marketable
securities reduced to market
16,000
Ending merchandise invento
ries overstated:
December 31, 1976
(4,000)
4,000
December 31, 1977
6,100
Misposting of equipment
purchase:
Decrease in operating
expenses— 1976
(10,900)
Increase in operating
expenses— 1977
1,100
Misposting of proceeds of
equipment sold
(2,500)
Recognition of prepaid
insurance
900
(1,800)
$(212,400) $(203,700)
Corrected net income

4,000
2,100
6,100

12,000
1,100

10,900
2,200

(5)

Accumulated depreciation
Equipment
Other income
To adjust for misposting of equip
ment sale

60,000

Noble Corporation
COMPUTATION OF CORRECTED NET INCOME
For the years ended December 31, 1977 and 1976

( 3)

Retained earnings
Cost of sales
Merchandise inventory
To adjust for overstatements in
opening and closing inventories

60,000

Part b.

(2)

Unrealized loss on marketable
securities
Allowance to reduce market
able securities to market
To reduce marketable securities to
market valuation

$ 1,800

(7)

( 1)

Allowance for uncollectible
accounts
Administrative expenses
To reflect reduction in loss
experience rate

$ 900
900

17,500
15,000
2,500
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Answer 4 (10 points)

4.

R a w M a te r ia ls P u r c h a s e B u d g e t
1978

Part a.
R a w m a te r ia l

1.

r e q u ir e d
(u n its )

A n tic ip a te d
pu rch ase
p r ic e

T o ta l

A—469,000
B—256,000
C— 42,000

$8
$5
$3

$3,752,000
$1,280,000
$ 126,000

S a le s B u d g e t
1978

Thingone
Thingtwo

U n its

P r ic e

T o ta l

60,000
40,000

$ 70
$100

$4,200,000
4,000,000
$8,200,000

Projected sales

5.

D ir e c t L a b o r B u d g e t
1978
P r o je c te d

2.

H ou rs
p r o d u c tio n p e r
u n it
(u n its )

P r o d u c tio n B u d g e t (in u n its )
1978

Thingone
Thingtwo

T h in g tw o

Projected sales
Desired inventories,
December 31, 1978
Less expected inventories,
January 1, 1978
Production required (units)
3.

60,000

40,000

25,000
85,000

9,000
49,000

20,000
65,000

8,000
41,000

6.

65,000
41,000

2
3

T o ta l

130,000 $3
123,000 $4

B u d g e t e d F in is h e d G o o d s I n v e n to r y

Raw materials
A—4 pounds @ $8
$32
B—2 pounds @ $5
$10 $42
Direct labor—2 hours @ $3
6
Overhead— 2 hours @ $2 per
direct labor hour
4

R a w M a te r ia l

$52
$52

Total requirements
Less expected inventories,
January 1, 1978
Purchase requirements
(units)

$390,000
$492,000
$882,000

T h in g o n e

1978

260,000 130,000

T o ta l

D e c e m b e r 3 1 , 1978

R a w m a te r ia ls b u d g e t (in q u a n titie s )

Thingone (65,000 units pro
jected to be produced)
Thingtwo (41,000 units pro
jected to be produced)
Production require
ments
Add desired inventories,
December 31, 1978

R a te

—

X

25,000 units =

$1,300,000

T h in g tw o

Raw materials
A—5 pounds @ $8
B—3 pounds @ $5
C— 1 each @ $3
Direct labor—3 hours @ $4
Overhead—3 hours @ $2
per direct labor hour

205,000 123,000 41,000
465,000 253,000 41,000
36,000 32,000 7,000
501,000 285,000 48,000

$40
$15
$ 3 $58

12
6
$76

32,000

29,000

6,000

$76

X

9,000 units =

Budgeted finished goods inventory,
December 31, 1978

469,000 256,000 42,000
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684,000
$1,984,000

Accounting Practice—Part II
Part b.
1. N u m b e r

2.

D e p a r t m e n t D i r e c t L a b o r in A ll

o f E q u iv a le n t U n its o f R a w M a te r ia l

I n v e n to r ie s a t D e c e m b e r 3 1 , 1 9 7 7

in A ll I n v e n to r ie s a t D e c e m b e r 3 1 , 1 9 7 7

Fabrication department—6,000 units
(25% complete)
Assembly department— 10,000 units
(100% complete)
Packaging department—3,000 units
(100% complete)
Shipping department—8,000 units
(100% complete)

N u m b e r o f E q u iv a le n t U n its o f F a b r ic a tio n

Fabrication department— 6,000 units
(40% complete)
Assembly department— 10,000 units
(100% complete)
Packaging department—3,000 units
(100% complete)
Shipping department—8,000 units
(100% complete)

1,500
10,000

3,000

8,000
22,500

2,400

10,000
3,000

8,000
23,400

3.

T h e N u m b e r o f E q u iv a le n t U n its o f P r o d u c tio n
f o r M a te r ia ls a n d D i r e c t L a b o r in P a c k a g in g
D e p a r tm e n t a t D e c e m b e r 3 1 , 1977

Material—3,000 units (60% complete)
Direct labor—3,000 units (75% complete)
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1,800
2,250
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Answer 5 (10 points)
Part a.
Burnsville University
TRANSACTIONS FOR THE YEAR ENDED JUNE 30, 1978

Account
1.

Current Funds
Restricted
Debit
Credit

Unrestricted
Credit
Debit

$50,000

Cash
Fund balance
To record receipt of cash gift
for purchase of books
Cash
Endowment fund balance
To record receipt of cash gift
to establish scholarship fund
Investment in savings
certificates
Cash
To record purchase of savings
certificates

$50,000

$50,000
$50,000

50,000
50,000

2.

$ 1,686,000
Cash
66,000
Deferred revenue
Accounts receivable—student
148,000
tuition and fees
$1,900,000
Revenue
To record revenue on tuition
and fees
158,000
Cash
158,000
Deferred revenue
To record deferred revenue at
June 30, 1978

3.

Cash
Allowance for uncollectible
accounts
Accounts receivable—
tuition and fees
To record collection and write
off of accounts receivable
Expense
Allowance for uncollect
ible accounts
To record increase in allow
ance account

4.

Cash
Revenue
To record interest earned on
late student fee payments

Endowment
Fund
Debit
Credit

349,000
1,000

350,000

3,000
3,000

6,000
6,000
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Part a. (continued)
Burnsville University
TRANSACTIONS FOR THE YEAR ENDED JUNE 30, 1978

Account
5.

6.

7.

8.

9.

10.

11.

Current Funds
Unrestricted
Restricted
Debit
Credit
Debit
Credit

Cash
$ 75,000
State appropriation receivable
50,000
Revenue
State appropriation
receivable
To record receipt of regular
appropriation and to record
additional appropriation
Cash
Revenue
To record receipt of
unrestricted gift

$ 50,000
75,000

25,000
25,000

$26,000

Cash
Investments
Fund balance
To record sale of investments
Cash
Fund balance
To record income earned on
investments
Expenses
Accounts payable
Cash
To record expenses for year

$21,000

5,000
1,900
1,900

1,777,000
59,000
1,718,000
13,000

Expenditures
Cash
To record payment of author
ized expenditures
Fund balance
Revenue
To record as revenue amounts
expended for restricted
purposes
Accounts payable
Cash
To record payment of accounts
payable at June 30, 1977

13,000

13,000
13,000

45,000
45,000

7,000

Cash
Fund balance
To record receipt of interest
income on savings certifi
cates purchased by
Endowment Fund

7,000
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Endow m ent
Fund

Debit

Credit

Examination Answers—November 1978
Part b.
Burnsville University
STATEMENT OF CHANGES IN FUNDS BALANCES
For the year ended June 30, 1978
Current Funds
Unrestricted Restricted
Revenues and other additions
Establishment of scholarship fund
Revenue from student tuition and fees
Revenue from additional state appropriation
Interest income on deferred payments
Receipt of gift for library books
Investment income
Interest income on savings certificates
Unrestricted gift received
Increase in fund balance on sale of investments
Total revenues and other additions
Expenditures and other deductions
Operating and authorized expenses
Increase in provision for uncollectible accounts
receivable
Total expenditures and other deductions

$50,000
$1,900,000
50,000
6,000

$ 50,000
1,900
7,000
25,000
_________
$1,981,000

5,000
$ 63,900

$1,777,000

$ 13,000

3,000
$1,780,000
201,000

Net increase (decrease)
Current funds balances, July 1, 1977
Current funds balances, June 30, 1978

515,000
$ 716,000
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Endowment
Fund

$ 13,000
50,900
67,000
$117,900

$50,000

50,000
$50,000

AUDITING

November 2, 1978; 8:30 A.M. to 12 M.

Answer 1 (60 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

c
a
a
c
d
c
b
d
a
b

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

d
a
a
b
c
c
c
c
c
b

41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.
51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

b
c
d
d
d
b
d
a
c
a
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c
a
c
c
b
d
d
b
b
d

c
a
a
d
c
a
d
b
a
b

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

c
a
b
a
d
b
c
c
a
d

Exam ination A nsw ers— N ovem ber 1978

Answer 2 (10 points)

• Review independent auditor’s observations of finan
cial and accounting personnel.
• Participate in the selection and establishment of ac
counting policies; review the accounting for specific
items or transactions as well as alternative account
ing treatments and their effects.
• Review the impact of new or proposed pronounce
ments by the accounting profession or regulatory
bodies.
• Review the company’s insurance program.
• Review and discuss the independent auditor’s man
agement letter.

a. An audit committee is an important part of a com
pany’s organizational structure. It is a special commit
tee formed by the board of directors. It is ideally a
group of outside directors who have no active day-today operations role and who are a liaison between the
independent auditor and the board of directors. The
audit committee assists and advises the full board of
directors, and, as such, aids the board in fulfilling its
responsibility for public financial reporting.

b. Audit committees have been formed to satisfy the
shareholders’ need for assurance that directors are ex
ercising due care in the performance of their duties.
They were formed so that a company can be more re
sponsive to the needs of those interested in financial
reporting. Their formation, itself, is a recognition of
the responsibilities of both the corporation and its
auditor to the public investor. Also, they have been
formed to reinforce auditor independence, particu
larly the appearance of independence, from the man
agement of a company whose financial statements are
being examined by the auditor.

Answer 3 (10 points)
a. The element of materiality implies importance—
relative or absolute—and the materiality of an item
may be dependent upon its nature or its size, or both.
Materiality is not a universally quantifiable concept;
it must be determined in light of professional judgment
on a case-by-case basis. There is some general agree
ment, however, that materiality should be based on
what would influence decisions of the reader of the
financial statements. Materiality may depend on either
quantitative or qualitative characteristics, often on a
combination of both. Auditors generally view mate
riality in terms of its importance in the context of pre
senting fairly, primarily in quantitative terms, the
financial position, results of operations, and changes
in financial position for an enterprise, in conformity
with generally accepted accounting principles. In as
sessing a m atter’s importance, auditors consider its
nature as well as its relative magnitude and relative
financial effect either singly or cumulatively in light
of the surrounding circumstances.

c. The functions of an audit committee may include
the following:
• Select the independent auditor; discuss audit fee
with the auditor; review auditor’s engagement
letter.
• Review the independent auditor’s overall audit plan
(scope, purpose, and general audit procedures).
• Review the annual financial statements before sub
mission to the full board of directors for approval.
• Review the results of the auditor’s examination in
cluding experiences, restrictions, cooperation re
ceived, findings, and recommendations. Consider
matters that the auditor believes should be brought
to the attention of the directors or shareholders.
• Review the independent auditor’s evaluation of the
company’s internal control systems.
• Review the company’s accounting, financial, and
operating controls.
• Review the reports of internal audit staff.
• Review interim financial reports to shareholders be
fore they are approved by the board of directors.
• Review company policies concerning political con
tributions, conflicts of interest, and compliance with
federal, state, and local laws and regulations, and
investigate compliance with those policies.
• Review financial statements that are part of pros
pectuses or offering circulars; review reports before
they are submitted to regulatory agencies.

b. Some usual common relationships and other con
siderations used by the auditor in judging materiality
are these:
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.

44

net income
gross margin
sales
total assets
total current assets
total current liabilities
nature of items or an item
potential litigation
future impact on financial statements
changes in net income
trends of net income

Auditing
• Purchase orders are issued only after they are ap
proved by persons given the specific responsibility
to make such approval.
• Vendors are requested to confirm purchase orders.
This indicates acceptance and constitutes a con
tractual commitment.
• Purchase requisitions are filed with purchase orders,
and both are maintained in an orderly file in the
purchase office.
• Copies of purchase orders sent to the receiving de
partment do not include the quantities of merchan
dise ordered.
• All purchase orders are numbered, and all numbers
are accounted for. This allows control over purchase
orders canceled or rejected by vendors.
• Receiving department accepts only those goods for
which a purchase order is on hand.

c. An auditor’s program will be affected by mate
riality because there should be stronger grounds to
sustain an opinion with respect to both items that are
relatively more important and items in which the pos
sibilities of material error are greater than with respect
to items of lesser importance or items in which the
possibility of material error is remote.
In planning the audit program, materiality is used
as a criterion for determining the items that are to re
ceive limited attention in terms of either the conclu
siveness of evidence gathered or the extent of items
examined.
In the execution of the program, materiality is
used to evaluate any errors discovered.

Answer 4 (10 points)
b.
a. Those internal accounting control procedures that
Long would expect to find if Maylou’s system of inter
nal accounting control over purchases is effective are
as follows:

1. The question when to order depends primarily on
quantities on hand, rate of use, and the lead time be
tween order placement and receipt of goods. Other
factors include the trade-off between the cost of own
ing and storing merchandise versus the risk of being
out of stock.

• Purchase requisitions are prepared and/or approved
only after there has been a proper determination of
the need for the goods requested.
• One copy of the purchase requisition is maintained
on file in the stores department.
• Purchase requisitions are approved by a responsible
person in the stores department. Approval is given
only after that person is satisfied that a need exists
and that the requisition is properly prepared. Ap
proval is clearly indicated on requisitions.

2. Factors considered in determining how much to
order include expected use, costs of placing an order,
receiving and paying for what has been purchased,
set-up costs, storage costs, interest on investment,
risk of obsolescence or deterioration, quantity dis
counts, and shipping costs. The determination is made
judgmentally or mathematically by arriving at an eco
nomic order quantity.
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Answer 5 (10 points)
How General Purpose Computer Software
Package and Tape o f Inventory File
Data Might Be Helpful

Basic Inventory Auditing Procedures
1. Observe the physical count, making and recording
test counts where applicable.

Determining which items are to be test counted by
making a random sample of a representative number
of items from the inventory file as of the date of the
physical count.

2. Test the mathematical accuracy Of the inventory
compilation (summary).

Mathematically computing the dollar value of each
inventory item counted by multiplying the quantity on
hand by the cost per unit and verifying the addition of
the extended dollar values.

3. Compare the auditor’s test counts to the inventory
records.

Arranging test counts in a tape-format identical to the
inventory file and matching the tapes.

4. Compare physical count data to inventory records.

Comparing the total extended values of all inventory
items counted and the extended values of each inven
tory item counted to the inventory records.

5. Test the pricing of the inventory by obtaining a list
of costs per item from buyers, vendors, or other
sources.

Preparing a tape in a format identical to the tape of the
inventory file and matching the tapes.

6. Examine purchase and sale cutoff.

Listing a sample of items on the inventory file for
which the date of last purchase and date of the last
sale are on or immediately prior to the date of the
physical count.

7. Ascertain the propriety of items of inventory lo
cated in public warehouses.

Listing items located in public warehouses.

8. Analyze inventory for evidence of possible obso
lescence.

Listing items on the inventory file for which the date
of last sale indicates a lack of recent transactions.

9. Analyze inventory for evidence of possible over
stocking or slow-moving items.

Listing items on the inventory file for which the quan
tity on hand is excessive in relation to the quantity
sold during the year.

10.

Listing items, if any, with negative quantities or costs.

Perform overall test for accuracy of inventory
master file.
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BUSINESS LAW
(Commercial Law)

November 3, 1978; 8:30 A.M. to 12:00 M.

Answer 1 (50 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.
14.
15.
16.
17.

b
d
b
d
a
b
b
a
d
c
d
d
d
a
c
b
c

18.
19.
20.
21.
22.
23.
24.
25.
26.
27.
28.
29.
30.
31.
32.
33.
34.

b
c
d
d
b
d
c
b
c
d
d
d
d
c
d
c
a
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35.
36.
37.
38.
39.
40.
41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

d
b
b
b
c
d
d
c
c
b
d
b
d
b
a
a

Exam ination Answ ers— N ovem ber 1978

Answer 2 (14 points)

5. No. As indicated above, where the goods are in
ventory in the hands of the debtor, a purchaser for
value in the ordinary course of business takes free of
the creditor’s perfected security interest. In such
cases, it is not possible for the lender to completely
protect itself against all parties without obtaining
possession.

Part a.
1. The Uniform Commercial Code provides that a
security interest attaches in property when three
events occur. First, collateral is in possession of the
secured party pursuant to agreement, or the debtor
has signed a security agreement that contains a de
scription of the collateral. Second, value has been
given by the creditor. Third, the debtor has rights in
the collateral.
Insofar as National is concerned, a security inter
est in all three categories of secured transactions has
attached. In categories I and III, there must be a secu
rity agreement signed by the debtor. Regarding the
collateralized property in category II, possession pur
suant to agreement without a signed writing is suffi
cient. In all instances, value has been given and the
debtor has rights in the collateral.

Part b.
Possibly yes. The transaction as described is a prefer
ence, but whether it is voidable depends on whether
Jolly had the requisite knowledge of Disco’s insol
vency in the bankruptcy sense at the time of the
transfer.
To constitute a preference under the Bankruptcy
Act, there must be a transfer of property of a debtor,
while insolvent, to a creditor for or on behalf o f an
antecedent debt. Here, the sale of the real property in
question was partially for the cancellation of an ante
cedent debt and partially for new and contempora
neous value. Since the transfer was in part for the
cancellation of an antecedent debt, it constitutes a
preference. The proximity of the transaction to the
filing of the petition in bankruptcy (within four months)
is clear, and if it can be established that Jolly had
knowledge of the extent of Disco’s financial plight,
the preference would be voidable and could be set
aside. The $32,500 in cash would be refunded and the
property reconveyed to the trustee in bankruptcy.
Jolly would then stand in the position of a general
creditor to the extent of $30,000.

2. There are four potential parties against whom
National must protect itself. These are the debtor, the
debtor’s creditors, the trustee in bankruptcy, and sub
sequent purchasers for value from the debtor.
3. National’s rights against the debtor are contained
in the security agreement and the Uniform Commer
cial Code provisions relating to the agreement and the
relationship between the parties. It is not necessary to
file a financing statement in order to obtain these rights
against the debtor; the agreement itself is sufficient.
To perfect a security interest against other parties,
the creditor must either take possession (as in category
II) or file a financing statement except where the cred
itor has taken “ a purchase money security interest in
consumer goods.” In the latter case, perfection occurs
at the time the security interest attaches, but it is only
valid against the debtor’s creditors and a trustee in
bankruptcy and not against a bona fide purchaser un
less a financing statement has been filed. Whether
National uses either method described in category I to
finance the purchase of the consumer goods, it will
have a purchase money security interest if it gave
value to enable the debtor to acquire rights in or the
use of collateral if such value is in fact so used.
Where a creditor provides financing for a debtor
to enable him to obtain and resell inventory items, the
security interest is perfected by filing. However, since
resale is clearly contemplated, purchasers for value
take free of the perfected security interest.

Answer 3 (12 points)
Part a.
1. Probably yes. A master is liable for his servant’s
unauthorized tortious conduct within the scope of em
ployment. This is true despite the fact that the master
is in no way personally at fault or has forbidden the
type of conduct engaged in by the servant. A servant
is normally an employee who renders personal service
to his employer and whose activities are subject to the
control of the employer. A truck driver such as Dolson
would clearly fall within such a description. Once this
has been established, the question is whether the as
saults committed upon Charles by Dolson were within
the scope of his employment. When the intentional use
of force is involved, the courts have taken an expan
sive view insofar as imposition of liability upon the
employer. If the servant’s actions are predictable,
there is likelihood that liability will be imposed upon
the master. Where the servant deals with third per
sons in carrying out his job, the courts ask whether the

4. The only practical suggestion would be to file a
financing statement in respect to the loans described
in category I, which would then provide protection
against subsequent purchasers from the debtor. Na
tional already is protected against the other parties in
category I upon attachment of the security interest.
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wrongful act which occurred was likely to arise out of
the performance of his job. Additionally, considera
tion is given to whether any part of his motive was the
performance of his job, or if not, whether it was a nor
mal reaction to a situation created by the job. Truck
drivers using force in situations involving parking
space or after a collision resulting in a dispute are not
uncommon. The courts have usually imposed liability
in cases such as this unless the assault was unrelated
to the job, was solely personal, or was outrageous.

sation coverage are subject to common law actions by
injured employees and are precluded from asserting
the defenses of fellow-servant, assumption of risk,
and contributory negligence. The number of such juris
dictions having elective compensation coverage has
been constantly diminishing. The penalty in these
jurisdictions is the loss of the foregoing defenses.
The more common problem occurs in connection
with the failure of an employer to secure compensa
tion coverage even though he is obligated to do so in
the majority of jurisdictions. The one uniform effect
of such unwise conduct on the part of the employer
is to deny him the use of the common law defenses
mentioned above.
In addition to the foregoing, an increasing number
of states have provided for the payment of workmen’s
compensation by the state to the injured employee of
the uninsured employer. The state in turn proceeds
against the employer to recover the compensation cost
and to impose penalties that include fines and impris
onment. Other jurisdictions provide for a penalty in
the form of additional compensation payments over
and above the basic amounts, or they require an im
mediate lump-sum payment.

2. Dolson is liable to Charles for the tortious injury
inflicted. The fact that Dolson may have been acting
as a servant of Rapid and may impose liability upon his
employer does not relieve him from liability.
Part b.
1. Superior Sporting Goods is liable for the negli
gence of its servant-agent Watts. The requisite con
trol of his activities is apparent from the facts. Fur
thermore, based upon the instructions Watts received,
it would appear that he was acting within the scope of
his employment. In fact, one could conclude from the
facts that Watts had express authority to make a trip
such as the one he made when the accident occurred.
He specifically was told to generally accommodate the
customer where to do so would cost little and would
build goodwill for the company and himself. This ap
pears to be exactly what he did. Superior will un
doubtedly attempt to assert the “ independent frolic”
doctrine and claim that Watts had abandoned his em
ployment in order to pursue his own interests or pleas
ures. However, the deviation was not great, it took
place during normal working hours, and, most impor
tantly, was at the request of a customer and was a
type of conduct Superior specifically encouraged.

Answer 4 (12 points)
Part a.
1. The Securities Act of 1933 gives the Securities
and Exchange Commission authority to exempt cer
tain small public offerings from full registration. The
dollar amount of the offering may not exceed $1.5
million (until recently increased, this amount was
$500,000). In order to obtain an exemption, the issuer
must meet the filing requirements contained in Regu
lation A. These requirements are not as onerous as a
full registration, although considerable documentation
is required. The financial statements generally need
not be audited, and supplemental disclosures are not
as extensive. Sales must be made only by an offering
circular, which is similar to a prospectus, and it must
be supplied to each purchaser.

2. Valid Clock Company has no liability. Its agent
was not at fault, nor can it be reasonably argued that
an agency relationship was created between itself and
Watts because its personnel director accepted the ride
offered by Watts. The requisite control of Watts’
physical activities by Valid is not present.
Part c.
1. Workmen’s compensation laws provide a system
of compensation for employees who are injured, dis
abled, or killed as a result of accidents or occupa
tional diseases in the course of their employment.
Benefits also extend to survivors or dependents of
these employees.

2. None. The same liability for a false statement or a
material omission that applies to a full registration ap
plies to a Regulation A offering.
3. The act contains a two-part statute of limitations.
First, any action must be brought within one year
after discovery of the untrue statement or omission
or after such discovery should have been made by the
exercise of reasonable diligence. Second, in no event
can an action be brought more than three years after
the security was bought in good faith.

2. In all but a distinct minority of jurisdictions, work
men’s compensation coverage is mandatory. In those
few jurisdictions that have elective workmen’s com
pensation, employers who reject workmen’s compen
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4. Because of its size (less than $1 million assets
and less than 500 shareholders) and the fact that it is
not listed on a national stock exchange, Glover is not
required to register under the Securities Exchange
Act of 1934. Consequently, it is not subject to the act’s
corporate reporting requirements, proxy rules, insider
trading provisions, or tender rules. However, the
antifraud provisions of the act apply.

tremely liberal regarding satisfaction of the pricing
terms.
Except for the presence of consideration in the
form of the promise by Clauson to deliver the market
survey to Migrane, the option would not have been
binding beyond three months and Migrane would have
prevailed. Section 2-205 of the Uniform Commercial
Code provides as follows:
An offer by a merchant to buy or sell goods in a
signed writing which by its terms gives assurance
that it will be held open is not revocable, for lack of
consideration, during the time stated or if no time
is stated for a reasonable time, but in no event may
such period of irrevocability exceed three months;
but any such term of assurance on a form supplied
by the offeree must be separately signed by the
offeror.
It is apparent from the wording of this section that
the option was valid without consideration, but only
for three months. It was an offer by a merchant con
tained in a signed writing and clearly stated its irrev
ocability. Furthermore, the separately signed require
ment where the form is supplied by the offeree was
satisfied. But the section is inapplicable to the facts of
this case since bargained-for consideration was pres
ent. The Uniform Commercial Code’s three-month
limitation does not apply to options where considera
tion is present. Hence, Clauson’s acceptance was
valid, and if Migrane refuses to perform, Clauson will
be entitled to damages.

Part b.
1. The case should be dismissed. A suit under Sec
tion 10(b) and Rule 10 b-5 of the Securities Exchange
Act of 1934 must establish fraud. Fraud is an inten
tional tort and as such requires more than a showing of
negligence. Although the audit was admittedly im
proper and performed in a negligent manner, the CPAs
neither participated in the fraudulent scheme nor did
they know of its existence. The element of scienter or
guilty knowledge must be present in order to state a
cause of action for fraud under Section 10(b) of the
Securities Exchange Act of 1934.
2. The plaintiffs might have stated a common law
action for negligence. However, they may not be able
to prevail due to the privity requirement. There was no
contractual relationship between the defrauded parties
and the CPA firm. Although the exact status of the
privity rule is unclear, it is doubtful that the simple
negligence in this case would extend Gordon &
Groton’s liability to the customers who transacted
business with Bank. However, the facts of the case as
presented in court would determine this.
Another possible theory which has been at
tempted recently in the courts is liability under Sec
tion 17 of the Securities Exchange Act of 1934, which
requires registered brokers to submit audited financial
statements to the SEC. The plaintiff claimed that the
accountant failed to perform a proper audit and thereby
created liability to the customers of the brokerage
firm who suffered losses as a result of the financial
collapse of the brokerage firm. The Second Circuit
Court of Appeals decided 2 to 1 that the plaintiff had
stated a cause of action. The case is now on appeal to
the Supreme Court.

Part b.
Flowers will prevail because Hargrove has the risk of
loss. The shipping terms determine who had the risk
of loss. Section 2-509(1) of the Uniform Commercial
Code provides that “ Where the contract requires or
authorizes the seller to ship the goods by carrier, (a) if
it does not require him to deliver at a particular desti
nation, the risk of loss passes to the buyer when the
goods are duly delivered to the carrier, even though
the shipment is under reservation. . . . ”
The facts that title was reserved by Flowers and
that Flowers retained the negotiable bill of lading do
not affect the determination of who is to bear the risk
of loss. The code makes it clear that title is irrelevant
in determining the risk of loss.

Answer 5 (12 points)
Part a.
Clauson Enterprises will prevail. The option in ques
tion is supported by consideration and consequently is
a binding contract. The offer is definite and certain
despite the fact that the pricing terms are not presently
determinable. The Uniform Commercial Code is ex

Part c.
No. The pre-existing legal duty rule applies. Novack
has not given any consideration for Superior’s prom
ise of additional compensation. The common law rules
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apply to contracts for services, and modifications of
such contracts must be supported by consideration. In
essence, Novack was already bound by a valid con
tract to perform exactly what he did perform under the
modified contract. Hence, he did nothing more than he
was legally obligated to do. As a result, there is no
consideration to support Superior’s promise to pay
the bonus.
Section 2-209 of the Uniform Commercial Code,
which provides that an agreement modifying a con
tract needs no consideration to be binding, is not ap
plicable to an employment contract because section
2-209 covers only the sale of goods.

Part d.
1. Yes. A cause of action based upon Dixon’s inten
tional interference with a contractual relationship
would be available. All the requirements necessary to
state such a cause of action are present, particularly
the knowledge of the existing contractual relationship
between Novack and Superior. The law treats Dixon’s
conduct as tortious and allows a recovery for dam
ages against Dixon.
2. No. A court exercising its equity powers will not
force a person to fulfill a contract for personal services.
To do so smacks of involuntary servitude.
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A ccounting Theory

ings per share had taken place at the beginning of the
year.
Additional disclosures when a complex structure
exists includes (1) a summary description explaining
pertinent rights and privileges of the various outstand
ing securities, (2) a schedule or note explaining the
basis upon which primary and fully diluted earnings
per share are calculated, (3) a disclosure of the num
bers of shares issued upon conversion, exercise, or
satisfaction of required conditions during at least the
most recent fiscal period and any other subsequent
period presented. If conversion during the current
period would have affected primary earnings per share
if they had taken place at the beginning of the period,
then supplementary information should be furnished
for the latest period showing what primary earnings
per share would have been if such conversion had
taken place at the beginning of that period. If the pro
ceeds from a sale of common stock or common stock
equivalents are used to retire or there is the intent to
retire preferred stock or debt, then disclosure should
be made of what the earnings per share would have
been if the retirement had taken place at the begin
ning of the period.

Answer 2 (10 points)
a. A common stock equivalent is a security which,
because of the terms and the circumstances under
which it was issued, is in substance equivalent to com
mon stock. The securities are not common stock in
form, but a characteristic of a common stock equiva
lent is that a large part of its value is derived from its
common stock characteristics or conversion privi
leges. Common stock equivalents are included in both
primary and fully diluted earnings-per-share computa
tions only when their effect is dilutive.
Convertible securities that yield less than twothirds of the bank prime interest rate at the time of
issuance are considered common stock equivalents.
Also, convertible securities issued with the same
terms as those of an outstanding common stock equiv
alent, regardless of their yield, are considered com
mon stock equivalents. Outstanding convertible se
curities that were not originally a common stock
equivalent become a common stock equivalent if
another convertible security with the same terms is
issued and classified as a common stock equivalent.
Options and warrants, stock purchase contracts,
and certain agreements to issue common stock in the
future are considered to be common stock equivalents.
Convertible securities that allow or require the pay
ment of cash at the exercise date are considered to be
equivalent to warrants.
Some participating securities and two-class com
mon stock are considered to be common stock equiva
lents if their participation features enables the holders
to share in the earnings potential on the same basis as
that of common stockholders.
Finally, contingent shares are common stock
equivalents if they are to be issued in the future upon
the mere passage of time.

Answer 3 (10 points)
a.
1. A variable cost is a cost that increases in a linear
manner (within a relevant range) with respect to an
activity factor, such as units of production, direct labor
hours, or machine hours. The variable cost may or
may not increase in a one-to-one ratio with the activity
factor. For example, each unit produced may incur
more than one unit of labor (hour) or material (pound),
but it is assumed that for each unit produced the same
number of units of labor (hours) or materials (pounds)
will be used. Another essential assumption of a true
variable cost is that if a unit of activity does not occur,
the cost is not incurred. In theory, if the variable cost
per unit of activity is known and the total activity fac
tor is known, the variable cost can be computed by
multiplying the per-unit cost by the activity factor.

b. A capital structure is regarded as complex when
it includes potentially dilutive convertible securities,
options, warrants, or other rights that upon conver
sion or exercise could, in the aggregate, dilute earn
ings per common share.
When a corporation has a complex capital struc
ture, there should be a dual presentation with equal
prominence on the face of the earnings statement. This
presentation is to include a primary earnings per share
that is based on outstanding common shares and secu
rities equivalent to common shares that have a dilutive
effect divided into net earnings adjusted for any inter
est or dividends paid on the common stock equivalents.
Also included in this presentation is the calculation of
the fully diluted earnings per share. This is a pro forma
presentation which reflects dilution of earnings per
share that would have occurred if all contingent issues
of common stocks that would individually reduce earn

2. A fixed cost, as opposed to a true variable cost,
does not react to activity in that the amount remains
constant regardless of the level of activity within a
relevant range. Fixed costs are often referred to as
“ step costs.” For a given range of activity the amount
of fixed costs is constant; however, if one additional
unit of activity occurs, the next entire relevant range
of cost may be incurred. When presented graphically,
this situation appears to be an ascending series of
steps, the breadth of each step being one relevant
range. As an example, when the productive capacity
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The third method of breaking out the variable and
fixed components of a semivariable cost is called the
“least-squares” method or “simple regression” anal
ysis. This method analyzes the difference between the
mean activity and mean amounts of the total cost as
compared to the actual values for activity and amounts
and mathematically computes a line drawn through a
set of plotted points such that the sum of the squared
deviations of each actual plotted point from the point
directly above or below it on the regression line is at a
minimum. The computation is as follows. For each
known value of the total cost, the difference between
the actual activity and average activity is squared; the
results of this operation are then added together.
Simultaneously, for each known value of the total
cost, the difference between the actual cost and aver
age cost for all known values is multiplied by the dif
ference between actual activity level and average ac
tivity level at that cost; the results of this operation are
then added together. Finally, the summed results of
the squared activity differences are divided into the
summed results of the differences for activity times
difference from mean cost to yield the variable factor
per unit of activity. The fixed-cost component can be
computed by subtraction after computing total vari
able cost at a given activity level. The fixed-cost com
ponent can also be computed by substituting the vari
able cost factor and mean total cost and activity
factors into the general equation for a straight line;
y = a + bx. In this equation y equals average total
cost, a equals the fixed-cost element, b equals the
variable cost factor, and x equals the average activity
level.
There must be a high level of correlation between
the activity base and the cost for any of the three
methods to be reliable. Correlation can be computed
mathematically.

of a plant is fully utilized, additional plant capacity
will be needed to produce one additional unit of prod
uct. This additional capacity represents an entirely
new fixed cost (rent or depreciation) with a new range
of production. Fixed costs generally occur whether or
not activity occurs; however, some fixed costs may be
stair-stepped upward or downward as activity is in
creased or reduced, and fixed costs per unit of activity
within a relevant range have an inverse relationship
to activity. That is, the more units produced within a
relevant range, the less fixed cost to be “absorbed” by
each unit.
b.
1. A semivariable cost is a cost that reacts to a change
in activity, but not with the direct relationship that a
true variable cost exhibits. A semivariable cost is made
up of two components: a variable cost and a fixed cost.
Therefore (within a relevant range), there is an element
of a semivariable cost that does respond in direct pro
portion to a change in the activity factor, but there is
also an element of cost that remains unchanged in
relation to the activity factor.
2. The managerial accountant analyzes a semivari
able cost by separating the cost into its variable and
fixed components. Three basic methods can be used
to separate these components.
The first is the ''scattergraph" method, by which
a graph is drawn with semivariable cost amounts on
the verticall y axis and activity on the horizontal x axis.
The accountant then plots various values of the semi
variable cost at different activity levels and attempts
to draw a straight line through the points that will ap
proximate the trend shown by the greatest number of
plotted points. The point at which this line intersects
the y axis is approximately the fixed-cost element of
the semivariable cost. The variable component is de
termined by subtracting the fixed element from the
total cost.
The second method is the high-low method, which
analyzes the change in the semivariable cost at two
different activity levels. Since the only change in the
cost is brought about by the variable element of the
cost, the difference in amounts of the cost divided by
the change in activity level will give the variable cost
per unit of change in the activity level. At any given
activity level, the variable component of the cost is
computed by multiplying the activity level by the vari
able cost per unit of activity. The fixed component is
then computed by subtraction. It must be noted that
because the high-low method uses only two data
points, it may not yield answers that are as accurate
as those derived when a larger number of points are
considered as in the other two methods.

Answer 4 (10 points)
a.
1. Because the present value of the minimum lease
payments is greater than 90 percent of the fair value of
the asset at the inception of the lease, Milton should
record this as a capital lease.
2. Since the given facts state that Milton (lessee)
does not have access to information that would enable
determination of James’s (lessor) implicit rate for this
lease, Milton should determine the present value of
the minimum lease payments using the incremental
borrowing rate (10 percent) that Milton would have to
pay for a like amount of debt obtained through normal
third-party sources (bank or other direct financing).
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receivable reduced by payments received and the
balance of unearned revenue. The implicit rate is the
rate of interest that, when applied to the gross mini
mum lease payments (net of executory costs and any
profit thereon) and the unguaranteed residual value of
the machine at the end of the lease, will discount the
sum of the payments and unguaranteed residual value
to the fair value of the machine at the date of the lease
agreement. This method of earnings recognition is
termed the interest method of amortization of un
earned revenue.

3. The amount recorded as an asset on Milton’s books
should be shown in the fixed assets section of the
statement of financial position as “ Fixed Assets Ac
quired Through Lease’’ or another similar title. Of
course, at the same time as the asset is recorded, a
corresponding liability (“ Obligations Under Capital
Leases’’) is recognized in the same amount. This lia
bility is classified as both current and noncurrent,
with the current portion being that amount that will be
paid on the principal amount during the next year. The
machine acquired by the lease is matched with reve
nue through depreciation over the life of the lease,
since ownership of the machine is not expressly con
veyed to Milton in the terms of the lease at its incep
tion. The minimum lease payments represent a pay
ment of principal and interest at each payment date.
Interest expense is computed at the rate at which the
minimum lease payments were discounted and repre
sents a fixed interest rate applied to the declining bal
ance of the debt. Executory costs (such as insurance,
maintenance, or taxes) paid by Milton are charged to
an appropriate expense, accrual, or deferral account
as incurred or paid.

4. James must make the following disclosures with
respect to this lease:
a.

b.

4. For this lease, Milton must disclose the future
minimum lease payments in the aggregate and for each
of the succeeding fiscal years, with a separate deduc
tion for the total amount for imputed interest neces
sary to reduce the net minimum lease payments to
present value of the liability (as shown on the state
ment of financial position).

The components of the net investment in direct
financing leases, which are (1) the future minimum
lease payments to be received, (2) any unguaran
teed residual values accruing to the benefit of the
lessor, and (3) the amounts of unearned revenue.
Future minimum lease payments to be received
for each of the remaining fiscal years (not to ex
ceed five) as of the date of the latest statement of
financial position presented.

Answer 5 (10 points)
Part a.
1. The effective interest method of amortization of
bond discount or premium applies a constant interest
rate to the carrying value of debt as opposed to the
straight-line method that applies a constant dollar
amount over the life of the debt resulting in a chang
ing effective interest rate paid based on the carrying
value of the debt. Either method, however, computes
the premium or discount to be amortized as the differ
ence between the par value of the debt and the pro
ceeds from the issuance.

b.
1. Based upon the given facts, James has entered
into a direct financing lease. There is no dealer or
manufacturer profit included in the transaction; the
discounted present value of the minimum lease pay
ments is in excess of 90 percent of the fair value of the
asset at the inception of the lease agreement; collect
ibility of minimum lease payments is reasonably as
sured; and there are no important uncertainties sur
rounding unreimbursible costs to be paid by the lessor.

2. Before the interest method of amortization can be
used, the effective yield or interest rate of the bond
must be computed. The effective yield rate is the inter
est rate that will discount the two components of the
debt instrument to the amount received at issuance.
The two components in the value of a bond are the
present value of the principal amount due at the end of
the bond term and the present value of the annuity
represented by the periodic interest payments during
the life of the bond. Interest expense using the interest
method is based upon the effective yield or interest
rate multiplied by the carrying value of the bond (par
value effected for unamortized premium or discount).
The amount of amortization is the difference between
recognized interest expense and the interest actually

2. James should record the gross amounts of mini
mum lease payments and the unguaranteed residual
value of the machine at the end of the lease as mini
mum lease payments receivable and remove the
machine given up from the books by a credit to the
applicable asset (inventory) account. The balancing
amount in this entry is recorded as unearned revenue.
3. During the life of the lease, James will record
payments received as a reduction in the receivable.
Unearned revenue is recognized as earned interest
revenue by applying the implicit interest rate to the
declining balance of a gross minimum lease payments
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prompted for the same reason that other debt instru
ments are extinguished, namely, that the value of the
debt instrument has changed in light of current finan
cial circumstances and early extinguishment of the
debt would produce the most favorable results. Also,
it is argued that any gain or loss on the extinguishment
is directly related to market interest fluctuations re
lated to prior periods. If the true market interest rate
had been known at the time of issuance, there would
be no gain or loss at the time of extinguishment. Also,
even if market interest rates were not known but the
carrying value of the bond was periodically adjusted
to market, any gain or loss would be reflected at the
interim dates and not in a future period. The call pre
mium paid on extinguishment and any unamortized
premium or discount are actually adjustments to the
actual effective interest rate over the outstanding life
of the bond. As such, any gain or loss on the early
extinguishment of debt is related to prior-period valu
ation differences and should be recognized immedi
ately.

paid (par value multiplied by nominal rate). When a
premium is being amortized, the dollar amount of the
periodic amortization will increase over the life of the
instrument due to the decreasing carrying value of the
bond instrument multiplied by the constant effective
interest rate, which is subtracted from the amount of
cash interest paid. In the case of a discount, the dollar
amount of the periodic amortization will increase over
the life of the bond due to the increasing carrying
value of the bond instrument multiplied by the con
stant effective interest rate from which is subtracted
the amount of cash interest paid. The varying amounts
of amortization occur because of the changing carry
ing value of the bond over the life of the instrument.
In contrast, the straight-line method of amortiza
tion yields a constant dollar amount of amortization
based upon the life of the instrument regardless of
effective yield rates demanded in the marketplace.
Part b.
1. Gain or loss to be amortized over the remaining
life o f old debt. The basic argument supporting this
method is that if refunding is done to obtain debt at a
lower cash outlay (interest cost), then the gain or loss
is truly a cost of obtaining the reduction in cash out
lay. As such, the new rate of interest alone does not
reflect the cost of the new debt, but a portion of the
gain or loss on the extinguishment of the old instru
ment must be matched with the nominal interest to re
flect the true cost of obtaining the new debt instru
ment. This argument states that this matching must
continue for the unexpired life of the old debt in order
to reflect the true nature of the transaction and cost
of obtaining the new debt instrument.

2. The immediate recognition principle is the only
acceptable method of reflecting gains or losses on the
early extinguishment of debt, and these amounts, if
material, must be reflected as extraordinary items.

Answer 6 (10 points)
a. Sales and other revenues should be recognized for
interim financial statement purposes in the same man
ner as revenues are recognized for annual reporting
purposes. This means normally at the point of sale or,
in the case of services, at completion of the earnings
process.
In the case of industries whose sales vary greatly
due to the seasonal nature of business, revenues
should still be recognized as earned, but a disclosure
should be made of the seasonal nature of the business
in the notes.
In the case of long-term contracts recognizing
earnings on the percentage-of-completion basis, the
current state of completion of the contract should be
estimated and revenue recognized at interim dates in
the same manner as at the normal year end.

Gain or loss to be amortized over the life o f the new
debt instrument. This argument states that the gain or
loss from early extinguishment of debt actually affects
the cost of obtaining a new debt instrument. However,
this method asserts that the effect should be matched
with the interest expense of the new debt for the en
tire life of the new debt instrument. This argument is
based on the assumption that the debt was refunded to
take advantage of new lower interest rates or to avoid
projected high interest rates in the future and that any
gain or loss on early extinguishment should be re
flected as an element of this decision and total interest
cost over the life of the new instrument should be
stated to reflect this decision.

b. For interim reporting purposes, product costs
(costs directly attributable to the production of goods
or services) should be matched with the product and
associated revenues in the same manner as for annual
reporting purposes.
Period costs (costs not directly associated with
the production of a particular good or service) should
be charged to earnings as incurred or allocated among
interim periods based on an estimate of time expired,

Gain or loss recognized in the period o f extinguish
ment. Proponents of this method state that the early
extinguishment of debt to be refunded actually does
not differ from other types of extinguishment of debt
where the consensus is that any gain or loss from the
transaction should be recognized in full in current net
earnings. The early extinguishment of the debt is
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benefit received, or other activity associated with the
particular interim period(s). Also, if a gain or loss oc
curs during an interim period and is a type that would
not be deferred at year end, the gain or loss should be
recognized in full in the interim period in which it
occurs. Finally, in allocating period costs among in
terim periods, the basis for allocation must be sup
portable and may not be based on merely an arbitrary
assignment of costs between interim periods.
The AICPA Accounting Principles Board allowed
for some variances from the normal method of deter
mining cost of goods sold and valuation of invento
ries at interim dates in Opinion no. 28, but these
methods are allowable only at interim dates and must
be fully disclosed in a footnote to the financial state
ments. Some companies use the gross profit method of
estimating cost of goods sold and ending inventory at
interim dates instead of taking a complete physical
inventory. This is an allowable procedure at interim
dates, but the company must disclose the method
used and any significant variances that subsequently
result from reconciliation of the results obtained using
the gross profit method and the results obtained after
taking the annual physical inventory.
At interim dates, companies using the LIFO costflow assumption may temporarily have a reduction in
inventory level that results in a liquidation of base
period tiers of inventory. If this liquidation is consid
ered temporary and is expected to be replaced prior
to year end, the company should charge cost of goods
sold at current prices. The difference between the
carrying value of the inventory and the current re
placement cost of the inventory is a current liability
for replacement of LIFO base inventory temporarily
depleted. When the temporary liquidation is replaced,
inventory is debited for the original LIFO value and
the liability is removed.
Inventory losses from a decline in market value at
interim dates should not be deferred but should be
recognized in the period in which they occur. How
ever, if in a subsequent interim period the market
price of the written-down inventory increases, a gain
should be recognized for the recovery up to the amount
of the loss previously recognized. If a temporary de
cline in market value below cost can reasonably be

expected to be recovered prior to year end, no loss
should be recognized.
Finally, if a company uses a standard costing sys
tem to compute cost of goods sold and to value inven
tories, variances from standard should be treated at
interim dates in the same manner as at year end. How
ever, if variances occur at an interim date that are
expected to be absorbed prior to year end, the vari
ances should be deferred instead of being immediately
recognized.
c. The AICPA Accounting Principles Board stated
that the provision for income taxes shown in interim
financial statements must be based upon the effective
tax rate expected for the entire annual period for ordi
nary earnings. The effective tax rate is, in accordance
with previous APB opinions, based on earnings for
financial statement purposes as opposed to taxable
income which may consider timing differences. This
effective tax rate is the combined federal and state(s)
income tax rate applied to expected annual earnings,
taking into consideration all anticipated investment
tax credits, foreign tax rates, percentage depletion
capital gains rates, and other available tax planning
alternatives. Ordinary earnings do not include unusual
or extraordinary items, discontinued operations, or
cumulative effects of changes in accounting principles,
all of which will be separately reported or reported
net of their related tax effect in reports for the interim
period or for the fiscal year. The amount shown as the
provision for income taxes at interim dates should be
computed on a year-to-date basis. For example, the
provision for income taxes for the second quarter of a
company’s fiscal year is the result of applying the ex
pected rate to year-to-date earnings and subtracting
the provision recorded for the first quarter. There are
several variables in this computation (expected earn
ings may change, tax rates may change), and the yearto-date method of computation provides the only con
tinuous method of approximating the provision for
income taxes at interim dates. However, if the effec
tive rate or expected annual earnings change between
interim periods, the change is not reflected retro
actively but the effect of the change is absorbed in the
current interim period.
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Answer 2 (10 points)

Answer 1 (10 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

b
a
b
c
c
b
c
b
a
d

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

a
b
c
c
d
b
d
a
b
d

59

c
c
c
b
a
d
b
d
b
d

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

a
b
c
a
c
b
c
d
d
c
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Answer 3

(10 points)

Part b.
1.

Part a.
Horn Company
COMPUTATION OF GOODWILL AND
ACCUMULATED AMORTIZATION
December 31, 1978

Goodwill
Mat Company:
Goodwill at date of purchase $500,000
Amortization of goodwill for
1977 ($500,000 ÷ 40 years)
Amortization of goodwill for
1978 ($500,000 ÷ 40 years)
Simon Company:
Goodwill at date of purchase
(Schedule 1)
Amortization of goodwill for
1978 ($310,000 ÷ 40 years)
Totals

Patent from Lou Company, net of accu
mulated amortization of $420,000
(Schedule 1)
$1,080,000
Franchise from Rink Company, net of
accumulated amortization of $50,000
(Schedule 2)
450,000
Intangibles
$1,530,000

Accum u
lated
Am orti
zation

Schedule I
Computation o f Patent from Lou Company
$12,500

Cost of patent at date of purchase
Amortization of patent for 1977
($1,500,000 10 years)

12,500
25,000

Amortization of patent for 1978
($1,350,000 ÷ 5 years)
Patent balance

310,000
_______
$810,000

(150,000)
1,350,000
(270,000)
$1,080,000

Schedule 2
Computation o f Franchise from Rink Company

Cost of 300,000 shares of
outstanding stock
$2,500,000
Excess of fair value of property,
plant, and equipment over
book value ($3,800,000 $3,500,000 = $300,000 x
30%)
$
90,000
Book value ($7,000,000 x
30%)
2,100,000

Cost of franchise at date of purchase
Amortization of franchise for 1978
($500,000 ÷ 10)
Franchise balance
2.

2,190,000
$ 310,000

$500,000
(50,000)
$450,000

Barb Company
INCOME STATEMENT EFFECT
For the year ended December 31, 1978

Patent from Lou Company:
Amortization of patent for 1978
($ 1,350,000 ÷ 5 years)
$270,000
Franchise from Rink Company:
Amortization of franchise for
1978 ($500,000 ÷ 10)
$ 50,000
Payment to Rink
($2,000,000 X 5%)
100,000
150,000
Research and development costs
320,000
Total charged against income
$740,000

Horn Company
COMPUTATION OF GOODWILL AMORTIZATION
For the year ended December 31, 1978
Mat Company ($500,000 40 years)
Simon Company ($310,000 40 years)
Goodwill amortization

$1,500,000

7,750
$32,750

Schedule 1
Computation o f Goodwill— Simon Company

Goodwill

Barb Company
INTANGIBLES SECTION OF BALANCE SHEET
December 31, 1978

$12,500
7,750
$20,250
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Schedule 1
Computation o f Depreciation fo r 1975, 1976, and 1977

Part c.
1.
Wing Company
COMPUTATION OF BOOK VALUE OF MACHINES,
NET OF ACCUMULATED DEPRECIATION
December 31, 1978

Cost of machine at date of purchase
Estimated salvage value
Amount subject to depreciation
Depreciation rate
Straight-line annual depreciation expense

Cost of machine at date of purchase
$240,000
Depreciation for 1975 (Schedule 1) $22,000
1976 (Schedule 1) 22,000
1977 (Schedule 1) 22,000
66,000

Book value of machine at
December 31, 1977
Excess of sum-of-the-years digits
depreciation method over
straight-line depreciation method
(Computation per Require
ment 2)
42,000
Depreciation for 1978, using
sum-of-the-years digits method
($220,000 X 7/ 55— Computation
form at per Requirement 2)
28,000
Book value of machine at Decem
ber 31,1978

2.

174,000

70,000
$104,000

Wing Company
COMPUTATION OF CUMULATIVE EFFECT ON PRIOR YEARS OF CHANGING
TO A DIFFERENT DEPRECIATION METHOD
For the year ended December 31, 1978

Depreciation for 1975
1976
1977

Straightline
method
$22,000
22,000
22,000

Sum-ofthe-years
digits
method
$ 40,000
36,000
32,000

$66,000

$108,000

In 
crease
($220,000 X 10/55) $18,000
($220,000 X 9/55)
14,000
($220,000 X 8/55)
10,000

Income tax effect

42,000
50%

Cumulative effect on prior years of change

$21,000
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$240,000
20,000
220,000
10%
$ 22,000
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Answer 4 (10 points)

c.

a.

1.

L ock Com pany

COMPUTATION OF BALANCE IN NET
RECEIVABLES FROM KEY

M a s te r C o m p a n y

COMPUTATION OF ALLOWANCE
FOR DOUBTFUL ACCOUNTS

D e c e m b e r 31, 1978

D e c e m b e r 31, 1978

Balance at January 1, 1978
Provision for doubtful accounts for 1978
($50,000,000 X 0.7%)
Write-offs for 1978
Balance at December 31, 1978

P rin 
c ip a l

$400,000
Sales price
($150,000 X 4.605)
Payment made on
January 1, 1977

350,000
(410,000)
$340,000

Interest income for
1977 (S c h e d u le 1)

b.

Balance at
December 31, 1977
Payment made on
January 1, 1978

G u id e C o m p a n y

INCOME STATEMENT EFFECT
F o r th e y e a r e n d e d D e c e m b e r 31, 1978

Expenses resulting from accounts receivable
assigned (Schedule 1)
$15,100
Expenses resulting from accounts receivable
sold ($300,000 - $260,000)
40,000
Total expenses

$900,000 $209,250

Balance at
December 31, 1978

S c h e d u le 1

2.

$690,750

150,000

__

750,000

209,250

150,000
540,750

__

64,890

64,890

750,000

144,360

605,640

150,000
600,000

144,360

150,000
455,640

54,677

54,677

$ 89,683

$510,317

Interest income for
1978 (S c h e d u le 2)

$55,100

N et
r e c e iv 
a b le

U n
earn ed
in te re st

$600,000

L ock C om pany

C o m p u ta tio n o f E x p e n se s f o r A c c o u n ts

INCOME BEFORE INCOME TAXES

R e c e iv a b le A s s ig n e d

F o r th e y e a r s e n d e d D e c e m b e r 31, 1977 a n d 1978

Assignment expense:
Accounts receivable assigned
Advance by Cell
Interest expense
Total expenses

1977

$200,000
X
85%

1978

10,000

Profit on sale:
Sales price
($150,000 X 4.605)
Cost of property
Interest income

$15,100

(S c h e d u le s 1 a n d 2 )

64,890 $54,677

Income before income
taxes

$155,640 $54,677

170,000
X___ 3% $ 5,100

$690,750
600,000 $ 90,750

S c h e d u le 1
C o m p u ta tio n o f I n te r e s t In c o m e f o r 1977

Sales price
Payment made on
January 1, 1977
Interest rate
Interest income
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$690,750
150,000
540,750
12%
$ 64,890

—
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Schedule 2
Computation o f Interest Income fo r 1978

Schedule 1
Computation o f N et Capital Gains

Balance at De
cember 31, 1977
($540,750 + $64,890)
Payment made on
January 1, 1978

Long-term gain on sale of marketable
securities ($10,000 - $8,500)
Short-term loss on sale of marketable
securities ($9,000 - $8,000)
Net capital gains

Interest rate
Interest income
Answer 5

$605,640
150,000
455,640

12%

Dividends received from domestic
corporations ($12,000 x 85%)
Dividends received from wholly owned
domestic subsidiary
Dividends received deduction

(10 points)

a.
1.
Left Corporation
COMPUTATION OF FEDERAL TAXABLE INCOME
For the 1978 calendar year

Federal taxable income before special
deductions and adjustments
Contributions to various recognized
charitable organizations

$450,000
$

500

12,000

Federal taxable income

$10,200
10,000
$20,200

$407,100
40,000
$447,100

Contributions to various recognized
charitable organizations
Allowable contribution deduction
($447,100 X 5%)
Contributions carryover

10,000

25,000
400

2.

40,000
65,400

Federal taxable income before
special deductions and
adjustments
Dividends received deduction
(Schedule 2)
Contributions carryover
(Schedule 3)

$ 500

Schedule 3*•
Computation o f Contributions Carryover

22,500
472,500
Deduct:
Contributions to pension plan
trust
Christmas bonus to employees
Contributions to various
recognized charitable
organizations

( 1, 000)

Schedule 2
Computation o f Dividends Received Deduction

$ 54,677

Income before income taxes
(per bookkeeper)
Add:
Net capital gains (Schedule 1)
Dividends from domestic
corporations
Dividends from wholly owned
domestic subsidiary

$1,500

407,100
(20,200)
17,645
(2,555)
$404,545
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$40,000
22,355
$17,645

Items in the fact situation that were not used to
determine the answer to item 1 above are as
follows:
• The purchase of 10,000 shares of its own com
mon stock is not deductible.
• The income from the investments of the pension
trust is not taxable income.
• The pension benefits paid to retirees by the pen
sion trust are not deductible.
• The contributions to various indigent persons
are not deductible.

Examination Answers—May 1979

b.
1.
Right Corporation
COMPUTATION OF FEDERAL INCOME TAX DUE
For the 1978 calendar year
Federal income tax expense
Estimated tax payments in 1978
Investment tax credit for 1978
Investment tax credit carried
over from 1977
Foreign tax credit
Federal income tax due
2.

$500,000
$430,000
30,000
15,000
10,000485,000
$ 15,000

Items in the fact situation that were not used to
determine the answer to item 1 above are as
follows:
• The balance due for the 1977 federal income tax
return is not deducted from the 1978 federal
income tax.
• The social security taxes withheld from em
ployees’ wages in 1978 are not deductible.
• The employer’s share of social security taxes
was properly deducted as an expense in the cal
culation of the total federal income tax of
$500,000.
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Answer 1 (10 points)

Answer 2 (10 points)

1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

c
b
a
a
c
c
d
d
b
d

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

b
b
b
c
c
b
d
c
d
a
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c
b
b
a
b
c
d
b
d
a

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

a
a
d
c
b
d
b
c
a
d
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Answer 3 (10 points)
Part a.
Padway Corporation
COMPUTATION OF VALUE OF
WORK-IN-PROCESS INVENTORY LOST
June 30, 1978
Sales
Less gross profit (25%)

$340,000
85,000

Add finished goods, June 30, 1978
Goods available for sale
Less finished goods, January 1, 1978
Goods manufactured and completed
Raw materials, January 1, 1978
Purchases

$ 30,000
115,000
145,000
62,000
83,000

Total available
Raw materials, June 30, 1978
Labor
Overhead
Work-in-process, January 1,
1978

255,000
119,000
374,000
140,000
$234,000

$ 80,000
40,000
100,000

Cost of production
Less cost of goods completed
Work-in-process inventory lost

220,000

303,000
234,000
$ 69,000

Part b.
Supreme Clothing Store
COMPUTATION OF ESTIMATED INVENTORY AT THE LOWER OF COST OR MARKET
UNDER THE RETAIL INVENTORY METHOD
November 30, 1978
Selling
Cost
Price
$ 53,800
$ 80,000
Inventory, November 1
173,200
223,600
Add: Purchases
(3,000)
(3,600)
Less purchase returns and allowances
29,000
Markups
(9,000)
Less markup cancellations
$224,000
320,000
Goods available for sale
Cost ratio: $224,000 ÷ $320,000 = 70%
$244,000

Less: Sales at retail
Sales returns and allowances
N et sales
Markdowns
Less markdown cancellations

12,000

$232,000
$ 21,000

13,000

240,000
$ 80,000

8,000

Inventory, November 30, at retail
Inventory, November 30, at cost ($80,000 x 70%)
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$ 56,000
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Part c.
Acute Company
COMPUTATION OF INVENTORIES UNDER THE DOLLAR-VALUE
LIFO INVENTORY METHOD
Year ended
December 31,
1976
1977
1978

Inventory at
respective
year-end prices
$363,000
$420,000
$430,000

December 31, 1976
Base
1976 layer at 1976 cost: ($330,000

December 31, 1977
Base
1976 layer at 1976 cost
1977 layer at 1977 cost: ($350,000

External
price index
(base year 1975)

1.10
1.20
1.25

$300,000 = $30,000

X

Inventory at
base year (1975)
price
$330,000
$350,000
$344,000
$300,000
33,000
$333,000

1.10)

$300,000
33,000
24,000

$330,000 = $20,000 x 1.20)

$357,000
December 31, 1978
Base
1976 layer at 1976 cost
1977 layer at 1977 cost: ($344,000 - $350,000 = ($6,000) + $20,000 = $14,000 x 1.20)

$300,000
33,000
16,800
$349,800

Answer 4

(10 points)

a.
Spirit Corporation
ENDING INVENTORY SCHEDULES
December 31, 1978
Equivalent Units of Production (Weighted-Average Method)
Units completed during year
Units on hand at December 31, 1978 (50% complete as to
labor and overhead)
Equivalent units of production

Materials
900,000

Labor
900,000

Overhead
900,000

300,000
1,200,000

150,000
1,050,000

150,000
1,050,000

Materials
$ 200,000
1,300,000
$1,500,000
1,200,000
$
1.25

Labor
$ 315,000
1,995,000
$2,310,000
1,050,000
$
2.20

Overhead
$ 189,000
1,197,000
$1,386,000
1,050,000
$
1.32

Unit Costs of Production
Beginning costs
Added costs
Total costs
Equivalent units of production
Unit costs of production

Total
$ 704,000
4,492,000
$5,196,000
—

$

4.77
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a.
Spirit Corporation
ENDING INVENTORY SCHEDULES (Cont.)
December 31, 1978
Costing of Inventories
Amounts
Units
Finished goods;
200,000 X $4.77
Work-in-process:
Materials @ $1.25
Labor @ $2.20 @ 50%
Overhead @ $1.32 @ 50%
Per costing test
Per books

200,000
300,000
—

—
500,000
500,000
—

Adjustment

Total
$

954,000

Finished
goods
$

954,000

375,000
330,000
198,000
1,857,000
1,670,760
$ 186,240

Work-inprocess

$375,000
330,000
198,000
954,000
1,009,800
$ (55,800)

903,000
660,960
$242,040

b.
Spirit Corporation
JOURNAL ENTRY TO CORRECTLY STATE INVENTORIES
December 31, 1978
Debit
Work-in-process inventory
Finished goods inventory
Cost of sales
To adjust inventory accounts to correct cost

Answer 5

Credit

$242,040
$ 55,800
186,240

(10 points)

a.
City o f Nicknar
CIVIC CENTER CONSTRUCTION FUND
Journal Entries
July 1, 1977 to June 30, 1978
Debit

Credit

Debit

( 1)

Cash
$ 500,000
Due to General Fund
$
To record loan received from General Fund

(4)
Cash
Premium on bonds
Revenues
To record sale of bonds

500,000

( 2)

Expenditures
320,000
Cash
To record unencumbered expenses

Credit

$ 10, 100,000

(5)
Premium on bonds
100,000
Cash
To record transfer of bond premium
(6)
Encumbrances
12,000,000
Reserve for encumbrances
To record encumbrance for contract let

320,000

(3)
Due from state government
5,000,000
Revenues
5,000,000
To record grant due from state government
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$

100,000
10,000,000

100,000

12, 000,000
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Debit

Debit

Credit
( 11)

( 7)

Expenditures
$ 2,000,000
Contracts payable
$ 1,880,000
Contracts payable—
retained percentage
120,000
To record expenditures to date on construction con
tract

Encumbrances
$ 55,000
Reserve for encumbrances
$ 55,000
To record encumbrance for materials ordered
( 8)

Cash
2,500,000
Due from state
government
2,500,000
To record receipt of grant
(9)
Reserve for encumbrances
55,000
Expenditures
51,000
Encumbrances
55,000
Cash
51,000
To record receipt of materials ordered and payment

( 12)

Due to General Fund
500,000
Cash
500,000
To record repayment of loan to General Fund
(13)
Fund balance
12,371,000
Encumbrances
10,000,000
Expenditures
2,371,000
To close out to fund balance
(14)
Revenues
15,000,000
Fund balance
15,000,000
To close out to fund balance

( 10)

Reserve for encumbrances
2,000,000
Encumbrances
2,000,000
To reverse, in part, entry setting up encumbrance for
contract with Candu Construction Company

Part b.
City o f Nicknar
CIVIC CENTER CONSTRUCTION FUND
BALANCE SHEET
June 30, 1978
Assets
Cash
Due from state government
Total assets

Credit

$12,129,000
2,500,000
$14,629,000

Liabilities, reserve, and fu n d balance
Liabilities;
Contracts payable
$ 1,880,000
Contracts payable—retained
percentage
120,000
Total liabilities
2,000,000
Reserve for encumbrances
10,000,000
Fund balance
2,629,000
Total liabilities, reserve, and fund
balance
$14,629,000
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May 3, 1979; 8:30 A.M. to 12:00 M.

Answer 1 (60 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.
14.
15.

c
c
a
a
d
d
d
b
d
a
d
c
b
b
d

16.
17.
18.
19.
20.
21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.
41.
42.
43.
44.
45.

a
a
d
b
b
d
b
b
d
b
b
a
c
b
b
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c
d
c
d
a
a
d
c
a
d
c
b
c
d
b

46.
47.
48.
49.
50.
51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

a
a
c
b
c
b
d
d
c
a
b
a
b
a
d

Auditing
3. Output controls are designed to assure the accu
racy of the processing result (such as account listings or
displays, reports, magnetic files, invoices, or disburse
ment checks) and to assure that only authorized per
sonnel receive the output.

Answer 2 (10 points)
Flowchart
Symbol
Letter
c.
d.
e.
f.
g.
h.
i.
j.
k.
l.
m.
n.
o.
p.
q.
r.

Answer 3

Internal Control Procedure
or Internal Document
Approve customer credit and terms.
Release merchandise to shipping
department.
File by sales order number.
File pending receipt of merchandise.
Prepare bill of lading.
Copy of bill of lading to customer.
Ship merchandise to customer.
File by sales order number.
Customer purchase order and sales order.
File pending notice of shipment.
Prepare three-part sales invoice.
Copy of invoice to customer.
Post to (or enter in) sales journal.
Account for numerical sequence.
Post to customer accounts.
File by (payment due) date.

Answer 4

(10 points)

Since the events or conditions that should be con
sidered in the financial accounting for and reporting of
litigation, claims, and assessments are matters within
the direct knowledge, and often, control of management
of an entity, management is the primary source of infor
mation about such matters. Accordingly, the independ
ent auditor’s procedures with respect to the existence
of loss contingencies arising from litigation, claims,
and assessments should include the following:
(1) Inquire of and discuss with management the poli
cies and procedures adopted for identifying, evalu
ating, and accounting for litigation, claims, and
assessments.
(2) Obtain from management a description and evalu
ation of litigation, claims, and assessments that
existed at the date of the balance sheet being re
ported on, and during the period from the balance
sheet date to the date the information is furnished,
including an identification of those matters referred
to legal counsel, and obtain assurances from man
agement, ordinarily in the form of representation
letters, that they have disclosed all such matters re
quired to be disclosed by generally accepted ac
counting principles (Statement of Financial Ac
counting Standards no. 5).
(3) Examine documents in the client’s possession con
cerning litigation, claims, and assessments, includ
ing correspondence and invoices from lawyers.
(4) Obtain assurance from management, ordinarily in
the form of a client representation letter, that they
have disclosed all unasserted claims that the law
yer has advised them are probable of assertion and
must be disclosed in accordance with generally ac
cepted accounting principles (Statement of Finan
cial Accounting Standards no. 5).

(10 points)

a. General control features in most EDP-based ac
counting systems are classified in Statement on Audit
ing Standards no. 3 as follows:
(1) The plan of organization and operation of the EDP
activity.
(2) The procedures for documenting, reviewing, test
ing, and approving systems or programs and
changes thereto.
(3) Controls built into the equipment (i.e., hardware
controls).
(4) Controls over access to equipment and data files.
(5) Other data and procedural controls affecting over
all EDP operations.
b.
1. Input controls are designed to provide reasonable
assurance that data received for processing by EDP
have been properly authorized and converted into
machine-sensible form and identified and that data (in
cluding data transmitted over communication lines)
have not been lost, suppressed, added, duplicated, or
otherwise improperly changed.

In addition, the auditor, with the client’s permis
sion, should inform the lawyer that the client has given
the auditor this assurance. This client representation
may be communicated by the client in the inquiry letter
or by the auditor in a separate letter. The auditor should
request the client’s management to send a letter of in
quiry to those lawyers with whom they consulted con
cerning litigation, claims, and assessments. Examples
of other procedures undertaken for different purposes
that might also disclose litigation, claims, and assess
ments are the following:

2. Processing controls are designed to provide reason
able assurance that electronic data processing has been
performed as intended for the particular application
(i.e., that all transactions are processed as authorized,
that no authorized transactions are omitted, and that no
unauthorized transactions are added).
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consolidating or combining of accounts in the finan
cial statements. In order to accomplish this,
Michaels must ascertain that—

Reading minutes of stockholders, directors, and ap
propriate committee meetings held during and subse
quent to the period being examined.
Reading contracts, loan agreements, leases, and cor
respondence from taxing or other governmental agen
cies, and similar documents.
Obtaining information concerning guarantees from
bank confirmation forms.
Inspecting other documents for possible guarantees
by the client.

• Thomas is aware that the financial statements of
the component Thomas has examined are to be
included in the financial statements on which
Michaels will report and that Thomas’s report
thereon will be relied upon (and, where appli
cable, referred to) by Michaels.
• Thomas has knowledge of the relevant financial
reporting requirements for statements and sched
ules to be filed with regulatory agencies such as
the SEC, if appropriate.
• A review will be made of matters affecting elimi
nation of intercompany transactions and ac
counts and, if appropriate in the circumstances,
the uniformity of accounting practices among
the components included in the financial state
ments.

Answer 5 (10 points)

a. Whether or not Michaels, the principal auditor, de
cides to make reference to the examination of Thomas,
Michaels should—
1.

Make inquiries concerning the professional reputa
tion and standing of Thomas through—
• The American Institute of Certified Public Ac
countants (AICPA), the applicable state society
of certified public accountants, and/or the local
chapter.
• Other practitioners.
• Bankers and other credit grantors.
• Other appropriate sources.

2.

Obtain a representation from Thomas that Thomas
is independent under the requirements of the
AICPA or the requirements of the Securities and
Exchange Commission (SEC), as appropriate for
the engagement.

3.

Adopt appropriate measures to assure the coordi
nation of activities with those of Thomas in order
to achieve a proper review of matters affecting the

b. If Michaels decides to make reference to the ex
amination of Thomas, Michaels’s report should indi
cate clearly, in both the scope and opinion paragraphs,
the division of responsibility between that portion of
the financial statements covered by Michaels’s own
examination and that covered by the examination of
Thomas. The report should disclose the magnitude of
the portion of the financial statements examined by
Thomas. This may be done by stating the dollar
amounts or percentages of one or more of the follow
ing: total assets, total revenues, or other appropriate
criteria, whichever most clearly reveals the portion of
the financial statements examined by Thomas. Thomas
may be named but only with Thomas’s express per
mission and provided Thomas’s report is presented
together with that of Michaels.
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Answer 1 (50 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.

c
b
a
b
a
d
d
b
a
d
a
b
b

14.
15.
16.
17.
18.
19.
20.
21.
22.
23.
24.
25.
26.

b
b
d
d
a
d
a
c
a
d
c
d
d

27.
28.
29.
30.
31.
32.
33.
34.
35.
36.
37.
38.
39.
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b
a
b
d
a
a
c
c
c
c
a
a
c

40.
41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

b
d
b
b
c
c
d
d
b
b
c
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mon law fraud are present. There was a material mis
statement of fact, knowledge of falsity (scienter), intent
that the plaintiff bank rely on the false statement, actual
reliance, and damage to the bank as a result thereof. If
the action is based upon fraud there is no requirement
that the bank establish privity of contract with the CPA.
Moreover, if the action by the bank is based upon ordi
nary negligence, which does not require a showing of
scienter, the bank may recover as a third-party bene
ficiary (an exception to the strict privity requirement).
Thus, the bank will be able to recover its loss from
Smith under either theory.

Answer 2 (14 points)
Part a.
Yes. Dexter Apparel, Inc., is entitled to recover its loss
from Dunn & Clark upon a showing of negligence. Dunn
& Clark will not succeed if they assert the defense of lack
of privity. One well-recognized exception to the privity
rule is the third-party beneficiary doctrine: When an
audit is being performed for the benefit of a designated
third party, privity is not required. This exception is
applicable to the facts of this case. The audit engage
ment was undertaken expressly to satisfy Dexter’s con
ditions for making the loan, and the engagement letter
stated this fact.
The facts indicate that there was negligence on
Dunn & Clark’s part. First, the valuation of the inven
tory was not in accordance with generally accepted
accounting principles and did not represent the fair
market value, which was significantly less than the cost
of the goods. In addition, it would appear that Dunn &
Clark were negligent in not discovering and disclosing
the security interests of Factory’s other creditors, es
pecially in light of the facts surrounding the purpose of
the engagement.

2. No. The lessor was a party to the secret agreement.
As such, the lessor cannot claim reliance on the finan
cial statements and cannot recover uncollected rents.
Even if he was damaged indirectly, his own fraudulent
actions led to his loss, and the equitable principle of
“ unclean hands’’ precludes him from obtaining relief.
Answer 3

(14 points)

Part a.
1. Yes. The Model Business Corporation Act author
izes the declaration and payment of dividends in cash,
property, or the shares of the corporation as long as
the corporation is not insolvent and would not be ren
dered insolvent by the dividend payment. The act lim
its the payment of dividends in cash or property to the
unreserved and unrestricted earned surplus of the cor
poration. Decimile meets this requirement since it has
retained earnings of $17 per share. Thus, payment of
the dividend in the shares of Integrated is permitted.

Part b.
1. The principal legal basis for liability of the firm and
Jones is negligence. Jones, acting as an agent of the
firm, is personally liable to clients for his negligent
preparation of their tax returns. The firm, as principal,
is responsible for the acts of its agent.

2. Yes. The Model Business Corporation Act permits
dividends to be declared and paid in the shares of the
corporation. However, where the dividend is paid in its
authorized but unissued shares, the payment must be
out of unreserved and unrestricted surplus. Further
more, when the shares paid as a dividend have a par
value, they must be issued at not less than par value.
Concurrent with the dividend payment, an amount of
surplus equal to the aggregate par value of the shares
issued as a dividend must be transferred to stated
capital.

2. Some common examples of negligence are—
• Failure to timely prepare and submit tax returns to
the client for filing as agreed.
• Erroneous application of the law to facts submitted.
• Failure to recommend timely elections.
• Failure to review performance of, supervise, and
train employees.
• Lack of awareness or understanding of the law essen
tial to the proper preparation of returns.
3. The amount of damages to be awarded to the client
because of negligent preparation of tax returns is typi
cally the amount of penalties assessed, interest as
sessed, no-longer-recoverable taxes erroneously paid
by the client, and other costs directly resulting from
negligence depending upon the specific circumstances
(e.g., fee paid to another tax return preparer for an
amended return). In cases of gross negligence, puni
tive damages may also be awarded.

3. (a) If the shares of Integrated stock are paid as a
dividend to the noncorporate shareholders, the share
holders must include the fair market value of the Inte
grated shares as dividend income received. Such in
come is ordinary income subject to a $100 dividend ex
clusion. The recipient taxpayer will have as a tax basis
for the Integrated shares an amount equal to the fair
market value of the stock received.

Part c.

(b) If the shares of Decimile stock are paid as a
dividend, the recipient taxpayer is not subject to tax
upon receipt of the shares. Internal Revenue Code Sec
tion 305 provides that such stock dividends are not

1. Yes. Smith was a party to the issuance of false
financial statements and as such is a joint tortfeasor.
The elements necessary to establish an action for com
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require registration of fictitious or assumed names
used in trade or business. The purpose of such statutes
is to disclose the real parties in interest to creditors and
those doing business with the company. This is typi
cally accomplished by filing in the proper office of pub
lic records the names and addresses of the parties doing
business under an assumed name. The statutes vary
greatly in detail (e.g., some states require newspaper
publication).

taxable. However, the recipient must allocate his basis
(typically his cost) for the shares he originally owned
to the total number he owned after the distribution.

Part b.
The Model Business Corporation Act specifically deals
with loans to employees and directors. If the loan is not
for the benefit of the corporation, then such a loan must
be authorized by the shareholders. However, the board
of directors may authorize loans to employees when
and if the board decides that such loan or assistance
may benefit the corporation. It would appear that the
loan was made for the benefit of the corporation so the
latter rule applies. However, the chairman’s individual
authorization clearly does not meet these statutory re
quirements and could subject him to personal liability.
Therefore, a meeting of the board should be called
to consider the ratification or recall of the loan.

2. The facts indicate a clear breach of fiduciary duty
by Grundig. Section 21 of the Uniform Partnership Act
holds every partner accountable as a fiduciary. It pro
vides that “ every partner must account to the partner
ship for any benefit, and hold as trustee for it any prof
its derived by him without the consent of other partners
from any transactions connected with the . . . conduct
. . . of the partnership or from any use by him of its
property.’’ Grundig’s conduct is squarely within the
act’s language. Section 22 of the act gives any partner
a right to a formal accounting of partnership affairs if
there is a breach of fiduciary duty by a fellow partner.
Section 32 (c) and (d) of the act provides for a dis
solution by court decree upon application of a partner
whenever—
• A partner has been guilty of conduct that tends to
prejudicially affect the business.
• A partner willfully or persistently commits a breach
of the partnership agreement or otherwise so con
ducts himself in matters relating to the partnership
business that it is not reasonably practicable to carry
on the business in partnership with him.
Certainly Grundig’s conduct would appear to fall
within one or both of the above categories. He breached
his fiduciary duty, was dishonest with his fellow part
ners, was in fact stealing from his partners, and may
have involved the partnership in illegal price discrimi
nation. Thus, the grant of application for dissolution
would be appropriate.

Part c.
1. The Model Business Corporation Act allows such
transactions between a corporation and one or more of
its directors or another corporation in which the direc
tor has a financial interest. The transaction is neither
void nor voidable even though the director is present at
the board meeting which authorized the transaction or
because his vote is counted for such purpose if—
• The fact of such relationship or interest is disclosed
or known to the board of directors or committee
that authorizes, approves, or ratifies the contract or
transaction by a vote or consent sufficient for the
purpose without counting the votes or consents of
such interested directors; or
• The fact of such relationship or interest is disclosed
or known to the shareholders entitled to vote and
they authorize, approve, or ratify such contract or
transaction by vote or written consent; or
• The contract or transaction is fair and reasonable to
the corporation. Common or interested directors
may be counted in determining the presence of a
quorum at a meeting of the board of directors or a
committee thereof that authorizes, approves, or rati
fies such contract or transaction.

3. Probably yes. Section 38(2)(b) of the Uniform Part
nership Act relating to the right to continue the business
in the same firm name, under the circumstances de
scribed, is narrowly drawn. This provision was de
signed to cover situations where partnerships have
fixed durations and one of the partners has caused a
dissolution wrongfully “ in contravention of the part
nership agreement.’’ The facts indicate that Big M
Associates did have a fixed duration (10 years); con
sequently, this requirement is met. While the acts by
Grundig are not in contravention of any specific ex
press language of the partnership agreement, as would
be the case where a partner wrongfully withdraws, the
courts treat other types of wrongful conduct to be in
contravention of the partnership agreement and, thus,
to be the basis for dissolution. Strom and Lane could
obtain the right to continue to use the firm name for the

2. A $50,000 payment to Towne would be a violation
of his fiduciary duty to the corporation. In addition, it
might be illegal depending upon the criminal law of the
jurisdiction. In any case he would be obligated to re
turn the amount to the corporation. Furthermore, the
payment would constitute grounds for permitting Toy
to treat the transaction as voidable.

Answer 4 (12 points)
Part a.
1. Yes. Although no filing of the partnership agree
ment is required, virtually all states have statutes that
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2. Yes. Although JoM ar may effectively assign the
lease, which in effect is an assignment of the right to
occupy the leasehold premises and a delegation of its
duty to pay Marathon, it cannot shed its liability to
Marathon for the rental payments. In the absence of a
release, JoM ar remains liable. The transaction de
scribed in the fact situation is in the nature of a surety
relationship.

duration of the partnership agreement if Grundig’s con
duct was deemed both wrongful and in contravention
of the agreement.
Part b.
1. No. Since the facts clearly indicate that Palmer is
not bankrupt, his financial problems will not precipitate
a dissolution of the partnership. However, if Palmer
were bankrupt, the Uniform Partnership Act (Sec.
31(5)) specifically provides that the bankruptcy of one
of the partners causes a dissolution. The fact that credi
tors take action against a delinquent partner’s interest
in the partnership, although annoying and inconven
ient, does not result in a dissolution.

3. Yes. Marathon is a third-party creditor beneficiary
of Hammar’s promise to JoMar. As such, Marathon
can assert rights on the promise even though it was not
a party to the contract. Marathon is not barred by lack
of privity or the fact that it gave no consideration to
Hammar for the promise.

2. Aggressive will have no rights to the partnership
property either directly or indirectly by asserting
Palmer’s rights. In fact, Palmer only has the right to the
use of partnership property for partnership purposes.
Since partnership property is insulated from attack by
Aggressive, Aggressive will assert its rights against
Palmer’s partnership interest. The method used to
reach this interest is to reduce its claim against Palmer
to a judgment and then obtain from the court a “ charg
ing order’’ to enable Aggressive to collect on the judg
ment. In effect, Aggressive has obtained a right com
parable to a lienholder against Palmer’s interest in the
partnership. The “ charging order’’ would provide Ag
gressive with the right to payments (earnings or capital
distributions) that would ordinarily go to Palmer, the
partner-debtor.

Part b.
1. Based upon the facts of the problem and the legal
criteria discussed below, the vault door will probably
be classified as real property. The criteria applicable
are these:
• Annexation—the mode and degree to which the chat
tel is physically attached to the real property.
• Adaptation—the extent to which the chattel is used
in promoting the purpose for which the real property
is used.
• Intention—whether the chattel was intended as a
permanent improvement of the real property.
Applying these criteria to the facts demonstrates
that the degree of annexation of a vault door is by ne
cessity very high. Furthermore, the adaptation of the
personal property (the vault door) to the use of the real
property by the bank also argues for a finding in favor
of real property classification. Finally, the last criterion,
the intent of the bank to make a permanent improve
ment of the real property, appears to have been satis
fied. Taking these criteria together, it would appear
that the bank door has become real property.

3. Yes. There is nothing in the Uniform Partnership
Act that prevents a partner from assigning all or part of
his interest in a partnership. The assignment may be
outright or for the more common purpose of securing
a loan. If there is to be any such restriction on a part
ner’s right to assign his partnership interest, the part
nership agreement must so provide. Section 27 of the
Uniform Partnership Act specifically provides that a
partner’s assignment of his partnership interest does
not cause a dissolution. The act limits such an assign
ment to the partner’s right to share in profits and capi
tal distributions but does not make the assignee a
partner.

2. In addition to tax collectors, disputes involving the
categorization of property as real or personal have
arisen in respect of—
• Real property mortgagees versus creditors of the
same debtor who have a security interest in personal
property (chattel mortgagees).
• Landlord versus tenant upon expiration of the lease
and the question of what property may be removed.
• Takers under a will versus the executor in cases
where different takers will receive the property,
based upon its classification.
• The seller versus the purchaser of real property,
where a dispute arises concerning the removal of
certain property by the seller.
• The mortgagor versus mortgagee, when the question
arises regarding what property is included under the
scope of the mortgage.

Answer 5 (10 points)
Part a.
1. No. In the absence of a restriction on the right to
assign specifically stated in the lease, a lessee may
assign his leasehold interest to another. Only in unu
sual circumstances, where the lease involves special
elements of personal trust and confidence as contrasted
with mere payment for occupancy, will the courts limit
the right to assign.
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Answer 1 (50 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.

d
b
b
c
b
a
a
c
b
a
a
a
d

14.
15.
16.
17.
18.
19.
20.
21.
22.
23.
24.
25.
26.

27.
28.
29.
30.
31.
32.
33.
34.
35.
36.
37.
38.
39.

a
a
d
b
c
d
a
b
b
b
c
b
c
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d
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a
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a
c
c
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40.
41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

a
b
c
d
d
d
b
b
c
c
b
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Answer 2

(11 points)

Earnings Statem ent
An analysis of the earnings statement discloses the
following violations of generally accepted accounting
principles.
Earnings per share as shown is incorrect for several
reasons. First, the title “ earnings per common share’’ is
incorrect because there are warrants outstanding calling
for a dual presentation using the titles “ primary earn
ings per share’’ and “ fully diluted earnings per share.’’
The amount shown as earnings per share is incorrect for
three reasons:
1. The dilutive effect of the warrants outstanding is
not considered (that is, not properly accounted for
using the treasury stock method).
2. The extraordinary item should be considered in the
computation of primary and fully diluted earnings
per share.
3. Primary earnings per share and fully diluted earn
ings per share should be stated for earnings before
extraordinary items, for extraordinary items, and
for net earnings.
Net earnings are incorrect because the extraordi
nary gain is omitted. To correct this, the extraordinary
gain should be taken out of the statement of retained
earnings and shown in the earnings statement.

Statem ent o f Financial Position
The deferred income tax liability should not be
shown on the statement because it arose from a
permanent difference, not a timing difference. The
trademark should be amortized over a maximum period
of forty years, using the straight-line method of amorti
zation. Accounts receivable should be shown at the
gross amount and an amount net of the allowance for
doubtful accounts. Also, the number of common shares
authorized, issued, and outstanding should be disclosed
in the stockholders’ equity section.

Footnotes
The lease discussed in footnote 1 is a capital lease
because of the bargain purchase option. Therefore,
lease expense shown in the earnings statement is
incorrect. The present value of the future minimum
lease payments (net of executory costs and any profit
thereon) should be determined and recorded on the
statement of financial position as an asset. The cost of
the leased assets is then matched with earnings as
amortization expense over the life of the assets and the
cost of the deferral of payment as interest expense over
the life of the lease.
The pay-as-you-go or terminal funding methods are
not generally accepted methods of accounting for pen
sion cost. An acceptable method, such as unit credit,
entry age normal, individual level premium, aggregate,
or attained age normal should be adopted in order to re
flect the cost of providing pension benefits.
Even though there is no income tax deferral to be
recorded on the statement of financial position because
the difference between taxable income and accounting
income is a permanent difference, not a timing differ
ence that would turn around at a later date, footnote 4
describes an incorrect method of determining the defer
ral. Had the deferred income tax recognition been re
quired to be used, the deferral method is the generally
accepted method, not the liability method.
The warranty contingency meets the two tests for
the accrual of a contingent loss (probable, and amount
reasonably estimable) and should be accrued as a liabil
ity and an expense shown in the earnings statement.
Preceding the footnotes to the financial state
ments, or as the initial footnote, there should be a de
scription of all significant accounting policies used by
the company. Based on the statements as presented,
this footnote should address itself to the following
areas: (1) inventory, (2) amortization of trademark,
(3) basis for valuation of land, (4) pension plan account
ing procedures, and (5) capitalized lease amortization.

Statement o f Retained Earnings
The extraordinary item does not belong in this state
ment; properly, it should be reflected in the earnings
statement. Also, the correction of the deferred tax
amount should be reflected in this statement as a correc
tion of an error made in a prior period.
General
The statement of changes in financial position is
missing; one should be prepared and included with the
other statements and disclosures in order to make this a
complete set of financial statements.

Answer 3

(10 points)

Part a.
1. The equity method of accounting for an investment
in the voting stock of another company is called for under
generally accepted accounting principles when the in
vestor can, or is presumed to be able to, exercise signifi
cant influence over the investee by virtue of the invest
ment. Significant influence is a subjective factor, and,
as such, each case must be looked upon individually, but
the Accounting Principles Board stated that, unless there
is evidence to the contrary, an investment equal to 20
percent or more of the voting stock of an investee en
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3.

Allocate the excess of cost over underlying net
equity at the date of the initial investment to addi
tional fair value of assets or goodwill, and depre
ciate or amortize such excess accordingly.
The change in the amount shown in the investment
should be reflected in retained earnings in a manner con
sistent with the accounting for a step-by-step acquisition
of a subsidiary.
Starting with the current period and for subsequent
periods, Herbert should report its investment in Broome
at an amount arrived at in the following manner:
1. Record 25 percent of all reported earnings (or losses)
as an increase (or decrease) in the investment.
2. Record dividends received as a reduction in the
amount shown for the investment.
3. Continue to depreciate or amortize excess of cost
over underlying net equity for the initial invest
ment.
4. Allocate the excess of cost over underlying net
equity at the date of the increase in the investment
to additional fair value of assets or goodwill, and
depreciate or amortize such excess accordingly.

ables the investor to exercise significant influence over
the investee. The equity method is sometimes referred
to as a “ one line consolidation,’’ but the equity method
may not be used in lieu of full consolidation when ad
herence to generally accepted accounting principles
indicates full consolidation is necessary.
2. The initial investment using the equity method is
recorded at the actual cost paid. This amount is adjusted
for several reasons. The first adjustment is for the in
vestor’s proportionate amount of investee earnings that
represents an increase in the investment for earnings
and a decrease for investee losses. Second, dividends
received from the investee decrease the investment
amount. Third, any excess of the purchase price paid
over the underlying net equity in the investee at the date
of initial investment is written off against the investment
as depreciation or amortization. And finally, if there is
evidence that since the date of investment there has
been a decline in the value of the investment that is other
than temporary, the investment should be written down
at that point.
3. Earnings under the equity method are recognized
as earned by the investee. This amount is the investor’s
proportionate amount of the earnings reported by the
investee, whether or not paid in dividends. If the net
earnings of the investee include extraordinary items or
if there are prior period adjustments, these items should
be reported separately by the investor. Further, if there
was an excess of the purchase price over the underlying
net equity of the investee, net earnings will differ on the
books of the investor due to depreciation or amortiza
tion of this difference. Finally, income tax deferral may
be necessary because of a difference between the pro
portionate share of income reported by the investor and
taxable income based on dividends paid by the investee.

Answer 4

(9 points)

a. The revenue recognized on a long-term contract
under the percentage-of-completion method is deter
mined by applying a percentage representing the degree
of completion to the total contract price at the end of the
accounting period. The percentage is derived by divid
ing the costs incurred to date by the total estimated costs
of the entire contract based on the most recent informa
tion. The percentage may also be derived by other mea
sures of progress, such as engineering or architectural
estimates, the ratio of direct labor costs incurred to date
to total estimated labor costs, or the ratio of direct labor
hours incurred to estimated total direct labor hours. Per
centages derived under these various methods should
yield essentially comparable data. The revenue so de
rived is then reduced by the direct contract costs to de
termine the gross profit recognized in the initial period.
In subsequent periods, since the percentage-ofcompletion method described produces cumulative re
sults, gross profit recognized in prior periods must be
subtracted to obtain current earnings to be recognized.
Under the completed-contract method, no earnings
are recognized until the contract is substantially com
pleted. For the period in which completion occurs, gross
revenues include the total contract price. Total job costs
incurred are deducted from gross revenues, resulting in
recognition of the entire amount of gross profit in the
completion period. If it is expected that a loss will occur
on the contract, a provision for loss should be recog
nized immediately.

Part b.
When Herbert increased its investment in Broome
common stock from 10 percent to 25 percent, Herbert
obtained the presumed ability to exercise significant in
fluence over Broome and accordingly should report its
investment in Broome using the equity method.
The change from the cost method of reporting the
investment in Broome to the equity method should be
made by retroactively restating all prior periods in which
the investment was held as if the equity method were
used from inception. In making this change, Herbert
must return to the original purchase price paid for the
initial investment (cost) and make the following adjust
ments:
1. Record 10 percent of all reported earnings since the
date of purchase as increases in the investment.
2. Record dividends received as a reduction in the
amount shown for the investment.
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2. The revenue of an industry segment includes reve
nue both from sales to unaffiliated customers and from
intersegment sales or transfers, if any, of products and
services similar to those sold to unaffiliated customers.
Interest earned from sources outside the enterprise and
from intersegment trade receivables is included in reve
nue if the asset on which the interest is earned is included
among the industry segment’s identifiable assets, but
interest earned on advances or loans to other industry
segments is not included unless the primary function of
the segment is financial in nature. Also, revenue from
intersegment sales or transfers is accounted for on the
basis used by the enterprise to price the intersegment
sales or transfers.

b. The percentage-of-completion method is prefer
able when estimates of the bases upon which progress
is measured are reasonably dependable. The completedcontract method is preferable when inherent hazards or
lack of dependable estimates cause the forecasts to be
o f doubtful value.
c. Interim billings on long-term contracts are not gen
erally accepted as a method of recognizing earnings
because such billings often do not bear a meaningful
relationship to the work performed on the contract. Typ
ically, billings may be accelerated in the early stages of
the contract to provide the contractor with the working
capital needed to begin performance. If earnings were
recognized on a billings basis, it would be possible for
a contractor to materially distort the contractor’s earn
ings merely by rendering billings without regard to any
degree of progress on the contract.

3. The operating profit or loss of an industry segment
is its revenue minus all operating expenses. Operating
expenses include expenses that relate to both revenue
from sales to unaffiliated customers and revenue from
intersegment sales or transfers. An enterprise’s oper
ating expenses that are not directly traceable to an in
dustry segment should be allocated on a reasonable basis
among those segments for whose benefit the expenses
were incurred. Intersegment purchases should be ac
counted for on the same basis as intersegment sales or
transfers. Statement of Financial Accounting Standards
no. 14 does, however, specify certain items of revenue
and expense that should not be considered in determin
ing operating profit or loss for an industry segment:

d. Under the percentage-of-completion method, a
schedule is made of the contracts in process, showing
the total costs incurred as of the end of a given period,
the estimated gross profit recognized based on the de
gree of completion, and the total billings rendered on
each individual contract. If costs incurred plus recog
nized profits exceed the related billings on a contract,
this net figure is shown as a current asset. This treat
ment shows that the contractor has not fully billed the
customer for work performed to date and has a claim
against the customer for that portion of work completed
but not yet billed. If billings on a contract exceed costs
incurred plus estimated profits, this net figure is shown
as a current liability, which means that the contractor
has overbilled the customer for work done to date and
must complete the work represented by the excess bill
ings. Under the completed-contract method, the treat
ment of excess costs and billings is the same as under the
percentage-of-completion method except that estimated
profits are not computed because profit recognition is
deferred until a contract is completed. The excess of
costs over related billings on a contract is a current asset
while the excess of billings over related costs on a con
tract is a current liability.

a.
b.
c.
d.
e.
f.
g.
h.
i.

Revenue earned at the corporate level and not de
rived from the operations of any industry segment.
General corporate expenses.
Interest expense (unless the segment’s principal
purpose is of a financial nature).
Domestic and foreign income taxes.
Equity in the earnings or losses of unconsolidated
subsidiaries.
Gains or losses on discontinued operations.
Extraordinary items.
Minority interest.
Cumulative effect of a change in accounting prin
ciples.

4. The identifiable assets of an industry segment are
those tangible and intangible enterprise assets that are
used by the industry segment, including assets used ex
clusively by that segment and an allocated portion of
assets used jointly by two or more segments. Goodwill
allocable to a particular industry segment is a part of
that segment’s identifiable assets. However, assets main
tained for general corporate purposes (i.e., those not
used in the operations of any industry segment) should
not be allocated to industry segments. Identifiable as
sets of industry segments should not include loans or

Answer 5 (10 points)
Part a.
1. An industry segment is a component of an enter
prise engaged in providing a product or service or group
of related products or services primarily to unaffiliated
customers for a profit. By defining an industry segment
in terms of products and services sold primarily to un
affiliated customers, it can be seen that vertically inte
grated operations of an enterprise are not segments.
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transfers to other segments unless the primary business
of the segment is financial in nature. The identifiable
assets of an industry segment also include the appropri
ate valuation allowances, such as allowance for doubt
ful accounts, accumulated depreciation, and market
able securities valuation allowance.

Answer 6 (10 points)

Part a.
1. There are four basic rights inherent in ownership of
common stock. The first right is that common share
holders may participate in the actual management of
the corporation through participation and voting at the
corporate stockholders meeting. Second, a common
shareholder has the right to share in the profits of the
corporation through dividends declared by the board of
directors (elected by the common shareholders) of the
corporation. Third, a common shareholder has a pro
rata right to the residual assets of the corporation if it
liquidates. Finally, common shareholders have the
right to maintain their interest (percent of ownership)
in the corporation if additional common shares are is
sued by the corporation, by being given the opportunity
to purchase a proportionate number of shares of the
new offering. This last is most commonly referred to as
a “ preemptive right.’’

Part b.
1. There are three basic tests to be applied to seg
ments of an industry to see if they are significant enough
to be separately reportable. If a segment meets any one
of the tests it is deemed significant and reportable.
The first test is based upon revenue. If a segment’s
revenue from sales to unaffiliated customers and inter
segment sales and transfers is equal to 10 percent or
more of the enterprise’s combined revenues, the seg
ment is reportable.
The second test is based upon operating profits or
losses. There are two subtests in this category based
upon absolute amounts of operating profits or losses. A
segment is deemed reportable if the operating profit or
loss shown by the segment is equal to or greater than 10
percent of the higher of the following two absolute
amounts:
• Sum of all operating profits for all segments report
ing operating profits.
• Sum of all operating losses for all segments report
ing operating losses.
Third, a segment is significant and reportable if the
identifiable assets of the segment equal or exceed 10 per
cent of the combined identifiable assets of all of the in
dustry segments within the enterprise.
Finally, all segments, whether deemed reportable
or not, must be reviewed from the standpoint of inter
period comparability, because the primary purpose of
presenting segment information is to aid the financial
statement reader.

2. Preferred stock is a form of capital stock that is af
forded special privileges not normally afforded common
shareholders in return for giving up one or more rights
normally conveyed to common shareholders. The most
common right given up by preferred shareholders is the
right to participate in management (voting rights), and,
in return, the corporation grants one or more preferences
to the preferred shareholder. The most common prefer
ences granted to preferred shareholders are these:
a.

b.

c.

2. Statement of Financial Accounting Standards no.
14 states that enough industry segments must be sepa
rately reported so that the total of revenues from sales
to unaffiliated customers for the reportable segments
equals or exceeds 75 percent of the combined revenues
from sales to unaffiliated customers for the entire enter
prise. If applying the prescribed tests does not yield the
required percentage of revenues described above, addi
tional segments must be reported on until the 75 percent
test is met.
The Financial Accounting Standards Board has
stated that if an enterprise has many reportable seg
ments, benefit to the reader may be lost if more than 10
segments are reported. In such a situation, the board
suggests combining related reportable segments until
the total is ten or fewer.

d.
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Dividends may be paid to common shareholders
only after dividends have been paid to preferred
shareholders.
Claim ahead of common shareholders to residual
assets (after creditors have been paid) in the case of
corporate liquidation.
Although the board of directors is under no obliga
tion to declare dividends in any particular year,
preferred shareholders may be granted a cumula
tive provision stating that any dividends not paid in
a particular year must be paid in subsequent years
before common shareholders may be paid any divi
dend.
Preferred shareholders may be granted a participa
tion clause that allows them to receive additional
dividends beyond their normal dividend if common
shareholders receive dividends of greater percent
age than preferred shareholders. This participation
may be on a one-to-one basis (fully participating);
common shareholders may be allowed to exceed
the rate paid to preferred shareholders by a defined
amount before preferred shareholders begin to par
ticipate; or, the participation clause may have a
maximum rate of participation to which preferred
shareholders are entitled.

Examination Answers—May 1979
e.

f.

2. Legal capital is that portion of corporate capital re
quired by statute to be retained in the business to afford
creditors a minimum degree of protection.

Preferred shareholders may have the right to con
vert their preferred shares to common shares at a
set future price no m atter what the current market
price of the common stock is.
Preferred shareholders may also agree to have their
stock callable by the corporation at a higher price
than when the stock was originally issued. This
item is generally coupled with another preference
item to make the issue appear attractive to the
market.

3. A stock right represents a privilege extended by
the corporation to acquire additional shares (or frac
tional shares) of its capital stock.
4. A stock warrant is physical evidence of stock rights.
The warrant specifies the number of rights conveyed,
the number of shares to which the rightholder is entitled,
the price at which the rightholder may purchase the ad
ditional shares, and the life of the rights (time period
over which the rights may be exercised).

Part b.
1. Treasury stock is stock previously issued by the
corporation but subsequently repurchased by the cor
poration and not retired but available for use at a subse
quent date by the corporation.
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November 7, 1979; 1:30 to 6:00 P.M.

Answer 1 (10 points)

Answer 2 (10 points)

1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

21.
22.
23.
24.
25.
26.
27,
28.
29.
30.

a
b
d
a
c
a
c
b
c
b

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

d
a
b
a
d
a
a
c
b
d
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c
d
b
a
c
c
a
c
c
b

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

d
c
d
a
b
b
b
c
b
c
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Answer 3

Schedule I

(10 points)

Point Corporation
COMPUTATION OF FEDERAL TAXABLE INCOME
For the 1978 Calendar Year
Income before income taxes
(per accounting records)
Add:
Net capital gain (Schedule 1)
Dividends from domestic
corporations
Dividends from current
earnings of wholly owned
domestic subsidiary
Interest income from
corporate bonds
Rental income
Royalties from patent on
invention

Deduct:
Bonus to officers
Contribution to profitsharing trust
Fire loss (Schedule 2)
Finance charges on gasoline
credit cards
Contributions to various
recognized charitable
organizations
Contributions to local taxexempt private college
Federal taxable income before
special deductions and
adjustments
Dividends received deduction
(Schedule 3)
Taxable income

N et Capital Gain
Short-term capital gain and loss
Gain on sale of preferred stock
purchased in December 1977
and sold in March 1978
Loss on sale of common stock
purchased in April 1978 and
sold in May 1978
Net short-term capital gain
Long-term capital gain and loss
Gain on sale of common stock
purchased in December 1976
and sold in February 1978
Loss on sale of common stock
purchased in April 1976
and sold in January 1978
Net long-term capital gain
Net capital gain

$600,000
$ 2,500
15,000

14,000
7,000
18,000
23,000

79,500
679,500

$ 1,000

(500)

$ 500

$4,000

( 2, 000)

2,000
$2,500

Schedule 2
20,000

Fire Loss
90,000
Value of shed before fire
Value of shed after fire

1,000

$18,000
11,000

7,000

650
Insurance coverage
Fire loss

( 6 , 000)

$ 1,000

11,000

2,200

Schedule 3

124,850

Dividends Received Deduction
554,650

Dividends received from domestic
corporations ($15,000 x 85%)
Dividends received from current
earnings of wholly owned domestic
subsidiary
Dividends received deduction

26,750
$527,900
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$12,750

14,000
$26,750
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Part b.

Answer 4 (10 points)

Red Department Store
COMPUTATION OF ESTIMATED INVENTORY
USING RETAIL INVENTORY METHOD
December 31, 1978

Part a.
1.
F rate Company
COMPUTATION OF INVENTORY FOR PRODUCT
PLY UNDER FIFO INVENTORY METHOD
March 31, 1979

Units
March 26, 1979
February 16, 1979
January 25, 1979 (portion)
March 31, 1979, inventory

900
600
100
1,600

Unit
cost

Total
cost

$11.50
11.00
10.50

$10,350
6,600
1,050
$18,000

Inventory at January 1, 1978
Purchases
Freight in
Net markups (60,000 -

Units
Beginning inventory
January 5, 1979 (portion)
March 31, 1979, inventory

800
800
1,600

Total
cost

$ 9.00

$ 7,200
8,000
$15,200

10.00

Goods available for sale
Cost ratio ($309,600
$720,000)

Beginning inventory
January 5, 1979
January 25, 1979
February 16, 1979
March 26, 1979
Weighted average cost
($51,750 ÷ 5,000)
March 31, 1979, inventory

800
1,500
1,200
600
900
5,000

Unit
cost

Total
cost

$ 9.00
10.00
10.50
11.00
11.50

$ 7,200
15,000
12,600
6,600
10,350
$51,750

$10.35

$ 80,000
590,000

$309,600

50,000
720,000

43%
600,000
20,000

12,000

632,000
Estimated inventory at
retail at December 31,
1978
Estimated inventory at
December 31, 1978, lower
of cost or market ($88,000
X 43%)

$10.35
1,600

$ 32,000
270,000
7,600

Sales
Net markdowns (25,000 5,000)
Estimated normal
shrinkage (2% x
600,000)

3.
F rate Company
COMPUTATION OF INVENTORY FOR PRODUCT
PLY UNDER WEIGHTED AVERAGE INVENTORY
METHOD
March 31, 1979

Units

Retail

10, 000)

2.
Prate Company
COMPUTATION OF INVENTORY FOR PRODUCT
PLY UNDER LIFO INVENTORY METHOD
March 31, 1979
Unit
cost

Cost

$16,560
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$ 88,000

$ 37,840
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Part c.

Part b.

Hodge Company
CALCULATION OF ESTIMATED LOSS ON
INVENTORY IN THE FIRE USING GROSS MARGIN
(PROFIT) METHOD
November 21, 1978
Inventory at November 1,
1978
Purchases from November 1,
1978, to date of fire
Cost of goods available for
sale
Estimated cost of goods sold
Net sales from November
1, 1978, to date of fire
Less estimated gross
margin (profit) ($220,000
X 30%)
Estimated cost of inventory
at date of fire
Less salvage goods
Estimated loss on inventory
in the fire

Junction Company
JOURNAL ENTRY
September 1, 1978
Debit
Cash
Bond issue costs deferred
Bonds payable (4,000 x

$ 100,000

$4,000,000

Premium on bonds
payable (Schedule 1)
Detachable stock
warrants (Schedule 1)
Bond interest expense
(Schedule 2)
To record the issuance of the bonds.

240,000

$ 220,000

66,000

$4,210,000
40,000

$ 1, 000)

140,000

Credit

136,000
24,000
90,000

154,000
Schedule 1

86,000
10,000

Premium on Bonds Payable and
Value o f Stock Warrants

$ 76,000

Sales price (4,000 x $1,040)
Face value of bonds
Answer 5 (10 points)
Part a.

Deduct value assigned to stock
warrants (4,000 x 2 = 8,000
warrants x $3)
Premium on bonds payable

Hopewell Company
COMPUTATION OF TOTAL AMOUNT RECEIVED
FROM SALE OF BONDS
January 1, 1979

Schedule 2

$4,160,000
4,000,000
160,000
24,000
$ 136,000

Accrued Bond Interest to Date o f Sale
Present value of the future principal
($1,000,000 X 0.3855)
Present value of future annual interest
payments ($80,000 ($1,000,000 x 8%)
X 6.1446)
Amount received from sale of bonds

Face value of bonds
Interest rate
Annual interest
Accrued interest (3 months)
($360,000 X 3/ 12)

$385,500
491,568
$877,068
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$4,000,000
______ 9%
$ 360,000
$

90,000

Accounting Practice—Part I
Part c.
Cone Company
COMPUTATION OF GAIN ON EARLY
EXTINGUISHMENT OF DEBT
July 1, 1979
Book value of bonds on December 1,
1976
Book value of bonds on December 31,
1978
Amortization for 25 months
Monthly amortization ($100,000 ÷
25)
Book value of bonds on December 31,
1978
Amortization for 1979 to July 1, 1979
($4,000 X 6 months)
Book value of bonds on July 1, 1979
Cost of reacquisition (2,000 x $980)
Gain on early extinguishment of debt

$2,200,000
2,100,000
$ 100,000
$

4,000

$2,100,000
24,000
2,076,000
1,960,000
$ 116,000
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November 8, 1979; 1:30 to 6:00 P.M.

Answer 1 (10 points)

Answer 2 (10 points)

1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

b
b
b
b
b
b
a
d
a
c

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

d
b
c
b
b
c
b
c
c
b
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b
b
a
d
a
a
b
c
b
b

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

a
a
c
c
d
b
a
c
a
b
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Answer 3 (10 points)
1.

Kingston Corporation
ANALYSIS OF MACHINERY AND EQUIPMENT
ACCOUNT
1978

Kingston Corporation
ANALYSIS OF LAND ACCOUNT
1978

Balance at January 1, 1978
Plant facility acquired from Nostrand—
portion of fair value allocated to land
(Schedule 1)
Balance at December 31, 1978

Balance at January 1, 1978
Cost of new machinery and
equipment acquired
Invoice price
Freight and unloading
costs
Sales and use taxes
Installation costs

$175,000
150,000
$325,000

Kingston Corporation
ANALYSIS OF LAND IMPROVEMENTS ACCOUNT
1978
Balance at January 1, 1978
Parking lots, streets, and sidewalks
Balance at December 31, 1978

$ 850,000

$300,000
5,000
12,000
25,000

Deduct cost of machines
disposed of
Machine scrapped June
30, 1978
Machine sold July 1,
1978
Balance at December
31, 1978

$ 90,000
75,000
$165,000

Kingston Corporation
ANALYSIS OF BUILDINGS ACCOUNT
1978

342,000
1,192,000

$ 50,000
36,000

86,000
$1,106,000

Schedule 1
Balance at January 1, 1978
Plant facility acquired from Nostrand—
portion of fair value allocated to
building (Schedule 1)
Balance at December 31, 1978

$ 900,000
Computation o f Fair Value o f Plant Facility
Acquired From Nostrand and Allocation to
Land and Building

300,000
$1,200,000

10,000 shares of Kingston common stock
at $45 quoted market price on date of
exchange (10,000 x $45)
Allocation to land and building accounts
in proportion to appraised values at
the exchange date:
Percentage
to total

Amount

89

Land
Building
Total

$120,000
240,000
$360,000

Land
Building
Total

($450,000
($450,000

$450,000

33⅓
66⅔
100
X
X

33⅓ %)
66⅔ %)

$150,000
300,000
$450,000
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Schedule 3

2. Items in the fact situation that were not used to
determine the answer to 1, above, and where, or if,
these items should be included in Kingston’s financial
statements are as follows;
•

•

•

•

Accumulated Depreciation Using
Double-Declining-Balance M ethod
June 30, 1978
(Double-declining-balance rate is 20%)

The tract of land, which was acquired for $125,000
as a potential future building site, should be
included in Kingston’s balance sheet as an in
vestment in land.
The $89,000 and $130,000 book values respective
to the land and building carried on Nostrand’s
books at the exchange date are not used by
Kingston.
The $7,550 loss (Schedule 2) incurred on the
scrapping of a machine on June 30, 1978, should
be included as a normal operating expense in
Kingston’s income statement. The $42,450 accu
mulated depreciation (Schedule 3) should be de
ducted from the accumulated depreciationmachinery and equipment account in Kingston’s
balance sheet.
The $1,500 gain on sale of a machine on July 1,
1978 (Schedule 4), should be included as a revenue
item in Kingston’s income statement. The $17,500
accumulated depreciation (Schedule 4) should be
deducted from the accumulated depreciationmachinery and equipment account in Kingston’s
balance sheet.

Year

Book
value at
beginning
o f year

1970
1971
1972
1973
1974
1975
1976
1977
1978 (6 months)

$50,000
40,000
32,000
25,600
20,480
16,384
13,107
10,486
8,389

Deprecia
tion
expense
$10,000
8,000
6,400
5,120
4,096
3,277
2,621
2,097
839
$42,450

Accum u
lated
deprecia
tion
$10,000
18,000
24,400
29,520
33,616
36,893
39,514
41,611
42,450

Schedule 4

Schedule 2

Gain on Sale o f Machine
July 1, 1978
Loss on Scrapping o f Machine
June 30, 1978

Cost, January 1, 1970
Accumulated depreciation (doubledeclining-balance method, 10-year life)
January 1, 1970, to June 30, 1978
(Schedule 3)
Asset book value June 30, 1978

$50,000

Loss on scrapping of machine

$ 7,550

42,450
$ 7,550

90

Cost, January 1, 1975
Depreciation (straight-line method.
salvage value of $1,000, 7-year life)
January 1, 1975, to July 1, 1978 (3½
years ($36,000 - $1,000)÷ 7)
Asset book value July 1, 1978

$36,000

Proceeds from sale
Asset book value
Gain on sale

$20,000
18,500
$ 1,500

17,500
$18,500

A ccounting Practice— Part I I

Wing Manufacturing Corporation
SCHEDULE COMPUTING EXPECTED
CONTRIBUTION MARGIN IF 9,000 UNITS ARE
MANUFACTURED AND ALL SALES ORDERS ARE
FILLED

3.

Answer 4 (10 points)
Part a.
1.
Wing Manufacturing Corporation
SCHEDULE COMPUTING THE PROBABILITY OF
UNIT SALES PER MONTH OF PRODUCT X
Unit sales
per month

Number o f
months

8,000

5

9,000

12

10,000

Unit
sales

8,000

Probability

9,000

5/20 = 25%
12/20 = 60%
3/20 = 15%
100%

3
20

10,000

Probability

Contribution
margin

Expected
value

25%
60%
15%

$190,000
270,000
260,000

$ 47,500
162,000
39,000
$248,500

Part b.
Wing Manufacturing Corporation
COMPUTATION OF CONTRIBUTION MARGIN
IF 9,000 UNITS ARE MANUFACTURED
WITH SUBSTITUTE INGREDIENT K-2 AND ALL
SALES ORDERS ARE FILLED

1.

2.
Wing Manufacturing Corporation
SCHEDULE OF CONTRIBUTION MARGIN FOR
VARIOUS COMBINATIONS OF UNIT SALES
AND UNITS MANUFACTURED OF PRODUCT X
Units M anufactured (and Purchased)
Unit sales

8,000

9,000

10,000

9,000

230,000 (c)

270,000 (a)

220,000 (b)

Sales
units

Variable
cost

8,000 X
$80 - $558,000*
9,000 X
80 -$558,000*
10,000 X 80 -$558,000*

Computation o f Contribution Margin
(a)

Selling
price

Marginal
income

= $ 82,000
= 162,000
+ 1,000($90)= 152,000

*(9,000($50 - $24 + $36))

When all units manufactured are sold:
9,000 X ($80 - $50) = $270,000.

Wing Manufacturing Corporation
SCHEDULE COMPUTING EXPECTED
CONTRIBUTION MARGIN WITH PROBABILITY
OF STRIKE AT SUPPLIER’S PLANT
AND ALL SALES ORDERS FILLED

2.

(b) Reduction per 1,000 units when more units are
manufactured than are sold:
1,000 X 50 = $50,000.
$270,000 - $50,000 = $220,000.

Expected contribution margin from
manufacturing
Probability of no strike
Expected value from manufacturing

(c) Reduction per 1,000 units when units must be
purchased to fill sales orders:
1,000 X (($80 + 10) - $80) = $10,000.
8,000

X ($80 - $50) - $10,000 = $230,000.

Expected marginal loss from
purchasing if strike occurs
Probability of strike
Expected loss
Expected contribution
margin

91

$130,000
30%
39,000

$45,000
70%
(31,500)
$ 7,500
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(6)

Answer 5 (10 points)
a.

Special assessment bonds
payable
Due to Special
Assessment Fund
To record liability to Special
Assessment Fund for cash
obtained from sale of
Special Assessment bonds

Town o f Rego
GENERAL FUND
Adjusting and Closing Journal Entries
July 1, 1977, to June 30, 1978
Debit

( 1)

Estimated losses—prior year
taxes receivable
Fund balance
To reduce balance of
estimated losses on prior
year taxes receivable to
amount of receivables of

$

Credit

2,200
$

Revenues
Tax anticipation notes
payable
Due to Water Utility Fund
To record tax anticipation
notes payable and liability
to Water Utility Fund for
funds obtained from sale
of scrap

(2)

27,000
27,000

Taxes receivable—delinquent
Estimated losses—current
year taxes receivable
Taxes receivable—current
year
Estimated losses—
delinquent taxes
receivable
To reclassify current taxes
as delinquent

8,800
8,800

(4)
Expenditures chargeable to
reserve for encumbrances
of prior year
Other expenditures
To reclassify purchases of
supplies chargeable to
prior year appropriations

$ 100,000

21,000

20,000
1,000

59,200
18,000
59,200

18,000

(9)
Appropriations
Other expenditures
Expenditures—Building
addition constructed
Expenditures—Serial
bonds paid
Encumbrances
Fund balance
To close out to fund balance

9,400
9,400

(5)
Encumbrances
Reserve for
encumbrances— 1977-78
To record encumbering of
appropriations for
purchase orders
outstanding at June 30,
1978

$ 100,000

( 8)

(3)
Fund balance
Reserve for encumbrances
of prior year
To record purchase orders
outstanding at June 30,
1977

Credit

(7)

2,200

$ 8,000

Revenues
Donated land
To remove accounts
belonging to the general
fixed assets

Debit

2,100
2,100

348,000
270,600
50,000
16,000

2,100
9,300

( 10)
Revenues
Fund balance
Estimated revenues
To close out to fund balance
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306,000
4,000
310,000
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(11)
Reserve for encumbrances of
prior year
Fund balance
Expenditures chargeable
to reserve for encum
brances of prior year
To close out to fund balance
b.

Debit

Special Assessment Fund

Credit

8,800
600

9,400

Land
Investment in general
fixed assets—state
grant-in-aid
To record donation of land
by the state

$100,000

Debit

Due from General Fund
Bonds payable
To record receivable due
from General Fund for
proceeds of sale of bonds

Credit

$ 100,000

$100,000
$ 100,000

$ 27,000
Water Utility Fund
$ 27,000

Debit
Due from General Fund
Other revenues
To record receivable from
General Fund for cash
obtained on sale of scrap

50,000
50,000

General Bonded Debt and Interest
Group of Accounts
Debit
Bonds payable
Amount to be provided for
retirement of bonds
To reduce bond liability by
the amount of the bonds
matured

Improvement authorized
Appropriations
To record the authorization
of project in the amount of

Credit

(2)

(2)
Structures and
improvements
Investment in general
fixed assets
To record the cost of
addition to town hall

Debit

$ 100,000

Town o f R ego
ADJUSTING JOURNAL ENTRIES
General Fixed Assets Group of Accounts
(1)

(1)

Credit

$ 16,000
$ 16,000
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$

Credit

1,000
$

1,000
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Answer 1 (60 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.
14.
15.

d
b
c
d
d
b
d
a
d
a
b
b
a
c
d

16.
17.
18.
19.
20.
21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.
41.
42.
43.
44.
45.

d
d
c
d
c
a
d
c
b
d
b
b
a
a
d
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d
b
c
a
b
a
a
c
a
c
d
a
b
a
b

46.
47.
48.
49.
50.
51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

a
b
b
b
c
c
a
d
c
b
c
c
b
b
b

Auditing
Answer 2

Answer 3

(10 points)

(10 points)

a. A limited review of interim financial statem ents
does not provide a basis for the expression of an
opinion because a limited review is not an examination
perform ed in accordance with generally accepted au
diting standards—that is, it does not contem plate a
study and evaluation of internal accounting control,
tests of accounting records and of responses to in
quiries by obtaining corroborating evidential m atter
through inspection, observation, or confirmation, and
certain other procedures ordinarily perform ed during
an audit.
b. The procedures that Lom an m ust perform consist
primarily of inquiries and analytical procedures con
cerning significant accounting m atters relating to the
financial inform ation to be reported. The procedures
that Lom an should apply ordinarily may be limited to
the following:

The procedures that Jones should follow in evaluating
the prospective client would ordinarily include the
following:
•
Obtain and review such available financial infor
mation regarding the prospective client as annual
reports, interim financial statem ents, registration
statem ents, Form s 10-K, other reports to regula
tory agencies, and income tax returns.
•
Inquire of third parties regarding any information
about the prospective client and its managem ent
and principals that may have a bearing on evalu
ating the prospective client. Inquiries may be
directed to the prospective client’s bankers, legal
counsel, investm ent banker, underw riter, and oth
ers in the financial or business com m unity who
may have such knowledge. Credit reports may
also be useful.
•
C onsider circum stances that would cause the firm
to regard the engagem ent as one requiring special
attention or presenting unusual risks.
•
Evaluate the firm’s independence and ability to
service the prospective client. In evaluating the
firm’s ability, consider needs for technical skills,
knowledge of the industry, and personnel.
•
Determ ine that acceptance of the client would not
violate applicable regulatory agency requirem ents
and the codes of professional ethics of the AICPA
and state CPA society.
•
Explain to the prospective client the need to make
inquiries of the predecessor auditor, and request
that the prospective client—
—G rant perm ission to inquire of the predecessor
auditor.
—Authorize the predecessor auditor to respond
fully.
—A uthorize the predecessor auditor to allow a
review of the predecessor auditor’s working
papers.
•
Inquire of the predecessor auditor concerning
facts that might bear (1) on the integrity of man
agem ent, (2) on disagreem ents with managem ent
regarding accounting principles, auditing proce
dures, or other similarly significant m atters, (3)
on the predecessor’s understanding of the reasons
for the change of auditors, and (4) on m atters that
may bear on the conduct of the examination.
In order to avoid m isunderstandings concerning the
nature of the engagem ent or the degree of responsibility
assum ed, Jones should prepare and transm it an en
gagement letter upon acceptance of the engagement.

P ro c e d u re

Inquiry concerning the
accounting system
with respect to the
preparation o f interim
financial statem ents.

Inquiry concerning
any significant changes
in the system of inter
nal accounting control.
Analytical review of
interim financial state
ments.
Reading the minutes of
meetings of stockhold
ers, board of directors,
and com m ittees of the
board o f directors.
Reading the interim fi
nancial statem ents.

C onsidering the types
o f m atters that have
previously required
adjustm ents.
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P u rp o se o f p ro c e d u re

To obtain an understand
ing of the m anner in
which transactions are
recorded, classified, and
sum m arized in the prep
aration of interim finan
cial statem ents.
To ascertain their poten
tial effect on the prepara
tion o f interim financial
statem ents.
To identify and inquire
about relationships and
individual items that ap
pear to be unusual.
To identify actions that
may affect the interim fi
nancial statem ents.

To consider, on the basis
o f inform ation coming to
the accountant’s atten
tion, w hether the infor
mation to be reported
conform s with generally
accepted accounting
principles.
To give adequate consid
eration to m atters that
historically w arrant con
sideration.

Exam ination A nsw ers— N ovem ber 1979
P ro c e d u re

Obtaining reports from
other accountants who
may have been en
gaged to make a lim
ited review o f the in
terim financial infor
mation of significant
segm ents of the re
porting entity, its sub
sidiaries, or other in
vestees.
Inquiry o f officers and
other executives hav
ing responsibility for
financial and account
ing m atters concern
ing—
(a) W hether the in
terim financial
statem ents have
been prepared in
conform ity with
generally accepted
accounting princi
ples consistently
applied.
(b) Changes in the
entity’s business
activities or ac
counting practices.
(c) M atters about
which questions
have arisen in
applying the fore
going procedures.
(d) E vents subsequent
to the date of the
interim financial
statem ents that
would have a ma
terial effect on the
presentation of
such statem ents.
O btain written repre
sentation from man
agem ent concerning its
responsibility for the
financial inform ation,
com pleteness of min
utes, subsequent
events, and other m at
ters for which Lom an
believes written repre
sentations are appro
priate.

Answer 4

P u rp o se o f p ro c e d u re

As a basis, in part, for
the report.

•

•
In order to becom e
aw are of significant m at
ters affecting the interim
financial statem ents.
•

•

•
In order to reduce the
possibility of m isunder
standings.
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(10 points)

Testing Extensions and Footings.
The com puter can be used to perform simple
sum m ations and other com putations to test the
correctness o f extensions and footings. The au
ditor may choose to perform tests on all records
instead of ju st on sam ples, since the speed and
low cost per com putation of the com puter enable
this at only a small extra am ount of time and
expense.
Selecting and Printing Confirmation R equests.
The com puter can select and print out confirma
tion requests on the basis of quantifiable selection
criteria. The program can be written to select the
accounts according to any set of criteria desired
and using any sampling plan.
Examining R ecords for Quality (C om pleteness,
Consistency, Valid Conditions, etc.).
The quality o f visible records is readily apparent
to the auditor. Sloppy record-keeping, lack of
com pleteness, and so on, are observed by the
auditor in the normal course of the audit. If
m achine-readable records are evaluated manually,
how ever, a com plete printout is needed to exam ine
their quality. The auditor may choose to use the
com puter for examining these records for quality.
If the com puter is to be used for the exam i
nation, a program is w ritten to exam ine the record
for com pleteness, consistency among different
item s, valid conditions, reasonable am ounts, and
so forth. For instance, custom er file records might
be exam ined to determ ine those for which no
credit limit is specified, those for which account
balances exceed credit limit, and those for which
credit limits exceed a stipulated am ount.
Summarizing D ata and Perform ing Analyses U se
ful to the Auditor.
The auditor frequently needs to have the client’s
data analyzed and/or sum m arized. Such proce
dures as aging accounts receivable or listing all
credit balances in accounts receivable can be
accom plished with a com puter program.
Selecting and Printing Audit Samples.
The com puter may be program m ed to select audit
samples by the use of random num bers or by
system atic selection techniques. The sample se
lection procedure may be program med to use
multiple criteria, such as the selection o f a random
sample o f items under a certain dollar am ount plus
the selection of all items over a certain dollar
am ount. O ther considerations can be included,
such as unusual transactions, dorm ant accounts,
and so forth.

Auditing

Answer 5 (10 points)

Com paring Duplicate D ata (M aintained in Sepa
rate Files) for C orrectness and Consistency.
W here there are two or m ore separate records
having identical data fields, the com puter can be
used to test for consistency—for instance, to
com pare catalogue prices with invoice prices.
Comparing Confirmation Inform ation with Com
pany Records.
F or exam ple, the com puter can be used to com pare
paym ent dates indicated on custom er confirma
tions with client cash receipts records.
The com puter may be program m ed to print a
w orkpaper listing o f each account selected, with
relevant d ata inserted in applicable columns.
The com puter may be program m ed to com pare
the custom er’s account balance with the cus
tom er’s history of purchases or to determ ine
w hether credit limits have been exceeded.

a. Generally accepted auditing standards require that
the auditor study and evaluate the existing internal
controls as a basis for reliance thereon in determining
the nature, extent, and timing of audit tests to be
applied. This frequently provides a basis for construc
tive suggestions to clients concerning im provem ents
in internal control.
b. The purpose of a prelim inary evaluation is to
afford the auditor an opportunity to (1) consider the
types of errors and irregularities that could occur, (2)
determ ine the accounting control procedures that
should prevent or detect such errors and irregularities,
(3) determ ine w hether the necessary procedures are
prescribed, and (4) form an initial opinion as to whether
the prescribed procedures are being followed satisfac
torily.
c. Docum entation may be in the form of question
naires, narrative m em orandum s, decision tables, flow
charts, and so forth.
d. The purpose of tests of com pliance is to provide
reasonable assurance that the accounting control pro
cedures are being applied as prescribed.
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BUSINESS LAW
(Commercial Law)

N ovem ber 9, 1979; 8:30 A.M . to 12 M.

Answer 1
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.

d
a
a
d
b
b
d
d
b
b
a
b
c

(50 points)
14.
15.
16.
17.
18.
19.
20.
21.
22.
23.
24.
25.
26.

27.
28.
29.
30.
31.
32.
33.
34.
35.
36.
37.
38.
39.

a
b
a
d
c
b
a
a
b
c
a
d
b
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b
b
d
c
b
c
c
b
b
c
d
c
d

40.
41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

b
a
c
b
b
d
d
c
c
d
c

Business Law
A corporation may declare and pay a stock divi
dend in its authorized and unissued shares out of any
unreserved and unrestricted surplus. W hen the share
dividend has a par value, such shares m ust be issued
at not less than their par value and, at the time such
dividend is paid, an am ount of surplus equal to the
aggregate par value of the shares to be issued as a
dividend m ust be transferred to stated capital.
The act allows a split-up or division of the issued
shares of any class into a greater num ber of the same
class without increasing the stated capital o f the
corporation. This is not to be construed as a share
dividend within the meaning of the act. The effect of
a share split is to increase the num ber of shares without
changing the stated capital and to allocate the par
equally among the increased num ber of shares issued
and outstanding after the share split. How ever, because
the par value of the shares m ust be reduced, the
articles of incorporation m ust be am ended by vote of
the shareholders.

Answer 2 (16 points)
Part a.
The stated capital on May 16, 1979, is $105,000. It
consists o f $1 per share allocated to stated capital by
action of the board for the no-par voting common
stock ($1 X 5,000 shares = $5,000) and the $100 per
share par value attributable to the preferred stock
($100 X 1,000 shares = $100,000).
The Model Business C orporation Act allows the
issuance and sale o f no-par stock and provides for
allocation of any portion of the consideration received
to the capital surplus account. The am ount not allo
cated to capital surplus account is stated capital. This
allocation must be made within 60 days or the entire
am ount received becom es a part o f the stated capital.
The bonds are debt and do not enter into the stated
capital com putation. The Model Business Corporation
Act states the following:
In case o f the issuance by a corporation of
shares having a p ar value, the consideration received
therefor shall constitute stated capital to the extent
o f the par value of such shares, and the excess, if
any, o f such consideration shall constitute capital
surplus.
In case of the issuance by a corporation of
shares without par value, the entire consideration
received therefor shall constitute stated capital un
less the corporation shall determ ine as provided in
this section that only a part thereof shall be stated
capital. Within a period of sixty days after the
issuance o f any shares w ithout par value, the board
of directors may allocate to capital surplus any
portion of the consideration received for the issuance
o f such shares.

2. The Internal Revenue Code exem ption from tax
ation of stock dividends and stock splits would apply
to the foregoing situations; there are exceptions to this
favorable treatm ent, but none would appear germane
based upon the particular facts stated. However, the
shareholder m ust allocate basis (typically cost) for the
shares originally owned to the total num ber of shares
owned after the stock dividend or split. To the extent
that the paym ent is out of earnings and profits, the
only taxable dividend would be the 40 percent paym ent
in cash. Such income is ordinary income subject to an
85 percent dividend exclusion to a corporate share
holder or a $100 dividend exclusion to a noncorporate
shareholder.
3. The Internal Revenue Code contains a provision
aimed at the unreasonable accum ulation o f earnings
and profits. There is a $150,000 credit against the
am ounts perm itted to be accum ulated. Accum ulations
must be retained only for the reasonable needs of the
business. W here little or no dividends are paid by a
corporation there is always the danger that the accu
m ulations may be wholly or partly unreasonable. It
would not appear that the accum ulations provisions
pose a significant danger here in light of the ambitious
expansion plans that would normally constitute a b o n a
f id e business purpose.

Part b.
1. The paym ent of a dividend partially out of treasury
stock and partially in cash poses few problem s. There
are few restrictions, lim itations, or requirem ents re
garding the use of treasury stock as a dividend. The
general requirem ents, that the board may not declare
a dividend when the corporation is insolvent or where
the dividend will render it such, are not a barrier here.
The facts do not indicate a restriction in the articles
of incorporation; therefor, the partial treasury stock
dividend may be paid. Stated capital is not affected in
any way, and the Model B usiness C orporation Act
merely indicates that dividends may be declared and
paid in a corporation’s own treasury shares. The 40
percent cash dividend is subject to the foregoing
solvency and restriction requirem ents. In addition, a
cash dividend may be declared and paid only out of
the unreserved and unrestricted earned surplus of the
corporation.

P art c.
S ky’s paym ents were proper. The Model Business
C orporation Act provides for the indemnification of
officers and directors in various situations. Specifically
included are cases in which a person is a party to a
criminal action by reason of the fact that he was
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serving as an officer at the request of the corporation.
The act provides as follows:
To the extent that a director, officer, employee
or agent of a corporation has been successful on the
m erits or otherw ise in defense of any action, suit or
proceeding referred to in subsections (a) or (b)
[which includes criminal actions], or in defense of
any claim, issue or m atter therein, he shall be
indemnified against expenses (including attorneys’
fees) actually and reasonably incurred by him in
connection therew ith.
T hus, M asterson is not required to return to the
corporation the $50,000 advanced on his behalf and is
entitled to indemnification for the remaining $200,000.

Answer 3

P art b.
G rover materially altered the instrum ent within the
meaning of Uniform Commercial Code Section 3-407,
which provides that a holder in due course, such as
Friendly, in all cases may enforce the instrum ent
according to its original tenor. Thus, Friendly would
be entitled to recover $80, the original tenor of the
instrum ent, from Madison.
Friendly is entitled to nothing from State Bank.
The bank rightfully dishonored the instrum ent, but
even had it done so wrongfully, Friendly has no
relationship to the bank and hence no right to recover
from it.
Parker, as a transferor of the instrum ent by in
dorsem ent, gave certain implied w arranties, including
that the instrum ent had not been materially altered.
This w arranty is at the time of transfer and is not a
w arranty that the instrum ent will not be subsequently
altered, as it was in this case. Although there would
appear to be no recourse against Parker under the
alteration warranty, in the event of dishonor by the
maker, Parker is liable on the instrum ent according to
its tenor ($80) at the time of indorsem ent.
There is one possibility for full recovery against
M adison; Friendly m ust assert and prove that M adison
was negligent in the way he drafted the instrum ent
and thereby contributed to the alteration.

(12 points)

P art a.
The first issue to be decided is w hether the bank is a
holder in due course, which would require that the
notes in question be negotiable and that the bank be
a holder. W hen a bank is involved, these requirem ents
usually would be met. The next question is w hether
the bank took for value and, if so, to what extent.
Section 3-303 of the Uniform Commercial Code pro
vides that a holder takes for value to the extent that
he acquires a security interest in or a lien on the
instrum ent. A lender taking one or several negotiable
instrum ents as security for a loan becom es a holder in
due course to the extent of the am ount loaned (and
not the face am ount as would a holder in due course
who purchased notes at a discount). Thus, the bank
will not be entitled to recover more than the am ounts
it advanced. H ow ever, this creates a problem based
upon the facts in this situation—Does the bank qualify
as a holder in due course collectively against all the
notes or is it limited to a collection of the am ount
loaned attributable to each note individually?
T here are two assertable defenses—forgery and
breach o f contract and/or w arranty. Additionally, there
are a num ber of notes against which no defense is
applicable. Forgery is a real defense and is valid even
against a holder in due course. As to the forged notes,
the bank will not be able to collect anything from the
purported m akers. Breach of contract, or breach of
warranty, is only a personal defense and not assertable
against a holder in due course. Thus, the bank will
recover against the m akers of those notes, but the
question is to what extent? If each note is considered
individually, then the bank can only collect 80 percent
on each. If, however, the notes are considered to
secure the loan collectively, then the bank will obtain
a recovery of the overall am ount loaned. This could
increase the percentage payable due to the uncollect
ibility o f the forged notes.

P art c.
No. The instrum ent is not negotiable. First, it is not
payable at a definite tim e, and second, it is payable
only out of the proceeds from the resale of the audio
com ponents. This is referred to as the “ particular fund
doctrine.’’ Once there has been an initial determ ination
that the instrum ent is nonnegotiable, it does not m atter
that the remaining steps for qualification as a holder
in due course have been met. The defense is clearly
a personal defense, but because Wilmont is a mere
transferee (assignee), he has no better rights than
Samuels. In light of the facts, Wilmont has no right to
recovery because the goods were properly returned
by H orn, and thus Wilmont will not prevail against
H orn.

Answer 4

(10 points)

P art a.
King Surety Com pany will prevail. The creditor (Allie),
w ithout King’s consent, has modified the surety con
tract. U nder these circum stances, a noncom pensated
surety would be discharged without question; however,
a com pensated surety is not discharged com pletely
unless the modification m aterially increases the risk.
If the risk is not m aterially increased, the obligation
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Business Law
is decreased to the extent o f the loss. In this case,
there was a material increase in the risk. First, there
is nothing to indicate that the m onies released by Allie
were com m itted by Rapid to the particular project
(Allie’s departm ent store) because Rapid had several
sim ultaneous projects. M oreover, it is clear that the
monies withheld provided a strong inducem ent for a
builder such as Rapid to com plete the undertaking
since the expected final paym ent would have been
large in relation to the final outlays to com plete
construction. Finally, the withheld paym ents reduced
the exposure of the surety to the extent of 20 percent.

•

•

P art b.
Barclay is, o f course, entitled to reim bursem ent from
Gilmore. H owever, since Gilmore is bankrupt, Barclay
will receive the sam e percentage on the dollar as will
all other general creditors of G ilm ore’s estate. H ow 
ever, Barclay is subrogated to the rights of the m ate
rialmen and laborers it has satisfied. Specifically, it
would have the right to assert the liens and security
interests o f the m aterialm en. Furtherm ore, wage earn
ers are entitled to a limited priority in a bankruptcy
proceeding, which Barclay could assert.
Answer 5

P art b.
Ordinarily, users of financial statem ents, other than
those who contracted for the audit and those known
in advance to the auditor, may not recover for ordinary
negligence by the auditor in the perform ance of an
audit. Usually, recovery of dam ages by third parties
m ust be based on fraud. A ctual knowledge of falsity
(scienter) is generally required for an action based
upon fraud; however, the scienter requirem ent for an
action based upon fraud may be satisfied by either

(12 points)

P art a.

•
•

The issue o f privity is clearly raised by the CPA firm ’s
contention that the duty of care is to the limited
partnership with which it had contracted and not to
third-party limited partners, such as Marcall.
The common law privity limitation, as it applies
to CPAs, is currently in a state of change. However,
recent cases indicate a gradual erosion of this limitation
on the recovery rights of third parties. Because the
basis of M arcall’s claim is clearly negligence and not
fraud, the traditional fraud exception to the privity rule
is not available. The following theories undoubtedly
would be asserted by Marcall:
•

•

plated group whose conduct was to be governed
by the audit, the duty of care extends to this class
of people. It is not necessary to state the duty in
term s of contract or privity.
Although the facts indicate ordinary negligence,
it is possible that gross negligence might be pres
ent. The dividing line betw een ordinary and gross
negligence is such that liability to third parties
could be found on this basis.
Although the audit was perform ed pursuant to a
contract with the limited partnership, the real
parties-in-interest were the partners. The partner
ship is not a separate and distinct entity for this
purpose. The general partners signing the engage
m ent letter were doing so as agents for each of
the m em bers of the limited partnership.

Showing a reckless disregard for the truth.
Dem onstrating that the auditor was grossly neg
ligent.

It appears that the three deficiencies in the audit by
F arr & M adison might be sufficient to satisfy either
approach. The deficiencies of failure to check the
existence of certain receivables, collectibility of other
receivables, and existence of security investm ents,
taken collectively, if not individually, appear to show
a reckless disregard for the truth by the auditor. In
fact, the audit probably lacks sufficient com petent
evidential m atter as a reasonable basis for an opinion
regarding the financial statem ents under examination.
The audit appears to have been conducted in a
woefully inadequate fashion, w ithout regard to the
usual auditing standards and procedures necessary to
exercise due professional care. Therefore, the auditors
were grossly negligent in the perform ance o f their
duties.

The third-party beneficiary doctrine would be
asserted based upon the fact that it was clear that
the audit was intended to benefit the limited
partners. Therefore, although not directly parties
to the contract, they may sue as its intended
beneficiaries.
The services o f the accountants clearly did not
extend beyond a class o f persons actually known
and limited at the time of the engagem ent. The
privity barrier is essentially based upon a reluct
ance to impose liability against CPAs to the ex
tensive and indeterm inable investing public-atlarge. H ow ever, w here the audit was expected to
be relied upon by a fixed, definable, and contem 

P art c.
Yes. Fanslow & Angelo were negligent in the perform 
ance of the task undertaken. The concept of retained
earnings resem bles earnings and profits for tax pur
poses, but it is clear they are not identical. Several
adjustm ents are normally required to be made to
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The facts are not sufficient to determ ine the exact
am ount of dam ages. Fanslow & Angelo would be held
liable for any interest and penalties im posed upon the
shareholders, and they might also be held liable for
additional taxes incurred by the shareholders as a
result of their erroneous advice.

reconcile one with the other. To assum e retained
earnings are equivalent to earnings and profits without
a careful analysis of all prior years, after 1913, is to
proceed a t o ne's peril. Any com petent tax accountant
would be aw are of the distinction. F urtherm ore, stock
dividends have no im pact on earnings and profits, but
they may affect retained earnings as was the case here.
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ACCOUNTING THEORY
(Theory of Accounts)

N ovem ber 9, 1979; 1:30 to 5:00 P.M.

Answer 1
1.
2.
3,
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.

d
b
a
a
a
c
c
d
d
d
b
a
a

(50 points)
14.
15.
16.
17.
18.
19.
20.
21.
22.
23.
24.
25.
26.

27.
28.
29.
30.
31.
32.
33.
34.
35.
36.
37.
38.
39.

b
a
c
a
b
a
d
b
a
a
d
a
b
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c
c
d
c
b
d
d
c
b
a
b
d
a

40.
41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

a
c
a
d
d
c
c
c
a
c
c
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Answer 2

(10 points)

2. U nder the cost m ethod, treasury stock is debited
for the purchase price of the shares.
U nder the par value m ethod, treasury stock is
debited for the par value of the shares, and the debit
for the excess of the purchase price over the par value
is assigned to additional paid-in capital arising from
past transactions in the same class of stock and/or
retained earnings.

P art a.
1. There are basically two m ethods of recognizing
bad debt expense: (1) direct write-off and (2) allowance.
The direct write-off m ethod requires the identifi
cation of specific balances that are deem ed to be
uncollectible before any bad debt expense is recog
nized. At the time that a specific account is deemed
uncollectible, the account is rem oved from accounts
receivable and a corresponding am ount of bad debt
expense is recognized.
The allowance m ethod requires an estim ate o f bad
debt expense for a period of time by reference to the
com position of the accounts receivable balance at a
specific point in time (aging) or to the overall experience
with credit sales over a period of time. Thus, total bad
debt expense expected to arise as a result of operations
for a specific period is estim ated, the valuation account
(allowance for doubtful accounts) is appropriately
adjusted, and a corresponding am ount of bad debt
expense is recognized. As specific accounts are iden
tified as uncollectible, the account is written off; that
is, it is rem oved from accounts receivable and a
corresponding am ount is rem oved from the valuation
account (allowance for doubtful accounts). N et ac
counts receivable do not change, and there is no charge
to bad debt expense when specific accounts are iden
tified as uncollectible and w ritten off using the allow
ance method.

3. U nder the cost m ethod, treasury stock is credited
for the original cost (purchase price) of the shares,
and the excess of the original cost (purchase price)
over the sales price first is debited to additional paidin capital from earlier sales or retirem ents of treasury
stock, and any rem ainder then is debited to retained
earnings.
U nder the par value m ethod, treasury stock is
credited for the par value of the shares, and the excess
of the sales price over the par value is credited to
additional paid-in capital from sale of treasury stock.
4. U nder the cost m ethod, treasury stock is credited
for the original cost (purchase price) of the shares,
and the excess of the sales price over the original cost
(purchase price) is credited to additional paid-in capital
from sale of treasury stock.
U nder the par value m ethod, treasury stock is
credited for the par value of the shares, and the excess
of the sales price over the par value is credited to
additional paid-in capital from sale of treasury stock.
5. There is no effect on net income as a result of
treasury stock transactions.

2. The allowance method is preferable because it
m atches the cost of making a credit sale with the
revenues generated by the sale in the sam e period and
achieves a proper carrying value for accounts receiv
able at the end of a period. Since the direct write-off
m ethod does not recognize the bad debt expense until
a specific am ount is deem ed uncollectible, which may
be in a subsequent period, it does not comply with the
matching concept and does not achieve a proper
carrying value for accounts receivable at the end of a
period.

Answer 3

(10 points)

a. Accrual accounting recognizes and reports the
effects of transactions and other events on the assets
and liabilities of a business enterprise in the time
periods to which they relate rather than only when
cash is received or paid. Accrual accounting attem pts
to m atch revenues and the expenses associated with
those revenues in order to determ ine net incom e for
an accounting period. Revenues are recognized and
recorded when earned. Expenses are recognized and
recorded as follows:

P art b.
1. U nder the cost m ethod, treasury stock is debited
for the purchase price of the shares even though the
purchase price is less than the par value.
U nder the par value m ethod, treasury stock is
debited for the par value of the shares, and a separate
paid-in capital account is credited for the excess o f the
par value over the purchase price.

•

•
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Associating Cause and Effect. Some expenses are
recognized and recorded on a presum ed direct
association with specific revenue.
System atic and Rational Allocation. In the ab
sence of a direct association with specific revenue,

Accounting Theory

Answer 4 (10 points)

some expenses are recognized and recorded by
attem pting to allocate expenses in a system atic
and rational m anner among the periods in which
benefits are provided.
•

Part a.
1. U nder the gross change m ethod, the tax effects of
timing differences originating in the current period are
determ ined at the current incom e tax rates. The tax
effects o f timing differences originating in prior periods
and reversing in the current period are determ ined at
the applicable income tax rates reflected in the accounts
as of the beginning of the current period.

Immediate Recognition. Som e costs are associated
with the current accounting period as expenses
because (1) costs incurred during the period pro
vide no discernible future benefits, (2) costs re
corded as assets in prior periods no longer provide
discernible benefits, or (3) allocating costs either
on the basis of association with revenues or among
several accounting periods is considered to serve
no useful purpose.

2. U nder the net change m ethod, the tax effects of
the net change in the originating and reversing timing
differences are determ ined at the current income tax
rates.

An accrual represents a transaction that affects
the determ ination o f income for the period but has not
yet been reflected in the cash accounts of that period.
A ccrued revenue is revenue earned but not yet col
lected in cash. An example of accrued revenue is
accrued interest revenue earned on bonds from the
last interest paym ent date to the end of the accounting
period. An accrued expense is an expense incurred
but not yet paid in cash. An example of an accrued
expense is salaries incurred for the last week o f the
accounting period that are not payable until the sub
sequent accounting period.
A deferral represents a transaction that has been
reflected in the cash accounts o f the period but has not
yet affected the determ ination of income for that
period. Deferred (prepaid) revenue is revenue collected
or collectible in cash but not yet earned. An example
of deferred (prepaid) revenue is rent collected in
advance by a lessor in the last month of the accounting
period, which represents the rent for the first m onth
of the subsequent accounting period. A deferred (pre
paid) expense is an expense paid or payable in cash
but not yet incurred. An exam ple o f a deferred (pre
paid) expense is an insurance premium paid in advance
in the current accounting period, which represents
insurance coverage for the subsequent accounting
period.

Part b.
1. Revenues should be recognized as earned for
interim reporting on the same basis as followed for
year-end reporting.
In general, costs associated with revenue are
recognized in the sam e interim period in which the
related revenue is recognized. How ever, the following
exceptions are perm itted for determ ining the costs of
inventory for interim reporting on a different basis
than for year-end reporting:
a.

b.

b. In cash accounting, the effects of transactions and
other events on the assets and liabilities of a business
enterprise are recognized and reported only when cash
is received or paid; while in accrual accounting, these
effects are recognized and reported in the time periods
to which they relate. Because cash accounting does
not attem pt to m atch revenues and the expenses
associated with those revenues, cash accounting is not
in conform ity with generally accepted accounting prin
ciples.

c.

d.
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The gross profit method or some other m ethod of
estim ating inventory may be used for interim
reporting as long as the method used and any
significant adjustm ents that result from reconcil
iations with the annual physical inventory are
disclosed.
F or interim reporting, a tem porary L IFO liqui
dation that is expected to be replaced by the end
of the year should not be recognized, and cost of
sales in the interim period should be adjusted for
the expected cost of replacem ent o f the LIFO
liquidation.
Inventory losses from m arket declines that cannot
be reasonably expected to be restored by the end
of the year should be recognized in the interim
period that the decline occurs. Recoveries of such
losses in a later interim period o f the same year
should be recognized in the interim period that
the recovery occurs, as long as the recovery does
not exceed the previously recognized loss.
F or interim reporting, purchase price variances or

Exam ination A nsw ers— N ovem ber 1979
for the economic substance o f the transaction by
applying those principles and by recording
1. All assets and liabilities that com pose the b ar
gained cost of an acquired company, not merely
those items previously shown in the financial
statem ents of an acquired company.
2. The bargained costs of assets acquired less liabil
ities assum ed, not the costs to a previous owner.
3. The fair value of the consideration received for
stock issued, not the equity shown in the financial
statem ents of an acquired company.
4. Retained earnings from the acquiring com pany’s
operations, not a fusion of its retained earnings
and previous earnings of an acquired company.
5. Expenses and net income after an acquisition
com puted on the bargained cost of acquired assets
less assum ed liabilities, not on the costs to a
previous owner.

volume or capacity cost variances that are planned
and expected to be absorbed by the end of the
year should not ordinarily be recognized in the
interim period.
In general, all other costs and expenses should be
recognized for interim reporting in the interim period
that the cost or expense is incurred, which is the same
basis as is followed for year-end reporting. However,
when it is clearly evident that a cost or expense
incurre d in an interim period will benefit more than
one interim period, the cost or expense may be
allocated among the interim periods benefited based
on estim ates of time expired, benefits received, or
activities associated with those interim periods.
2. Incom e tax accruals at interim dates should be
based upon the effective tax rate expected to be
applicable for the entire fiscal year. The effective tax
rate should reflect anticipated investm ent tax credits,
foreign tax rates, percentage depletion, capital gains
rates, and other available tax planning alternatives.
H ow ever, in arriving at this effective tax rate no effect
should be included for the tax related to significant
unusual or extraordinary items that will be separately
reported or reported net of their related effects in the
reports for the interim period or for the fiscal year.

Answer 5

b. Those who support the pooling of interests m ethod
believe that a business com bination effected by issuing
common stock is different from a purchase in that no
corporate assets are disbursed to stockholders, and the
net assets of the issuing corporation are enlarged by
the net assets of the corporation whose stockholders
accept com m on stock of the com bined corporation.
There is no newly invested capital nor have owners
w ithdraw n assets from the group since the stock of a
corporation is not one of its assets. Accordingly, the
net assets of the constituents remain intact but com
bined; the stockholder groups remain intact but com
bined. Aggregate incom e is not changed since the total
resources are not changed. Consequently, the historical
costs and earnings o f the separate corporations are
appropriately com bined. In a business combination
effected by exchanging stock, groups of stockholders
com bine their resources, talents, and risks to form a
new entity to carry on in com bination the previous
businesses and to continue their earnings stream s. The
sharing o f risks by the constituent stockholder groups
is an im portant elem ent in a business com bination
effected by exchanging stock. By pooling equity in
terests, each group continues to maintain risk elements
o f its form er investm ent, and they mutually exchange
risks and benefits.
A pooling-of-interests transaction is regarded as,
in substance, an arrangem ent among stockholder
groups. A fundam ental concept of entity accounting
is that a corporation is separate and distinct from its
stockholders.
Proponents o f pooling-of-interests accounting
point out that the pooling concept was developed
within the boundaries of the historical-cost system and
is com patible with it.

(10 points)

a. Those who support the purchase m ethod believe
that one com pany acquires another com pany in alm ost
every business com bination. The acquisition of one
com pany by another and the identities of the acquiring
and acquired com panies are usually obvious. G ener
ally, one com pany in a business com bination is clearly
the dom inant and continuing entity and one or more
other com panies cease to control their own assets and
operations because control passes to the acquiring
corporation.
Proponents o f purchase accounting hold that a
business com bination is a significant economic event
that results from bargaining betw een independent par
ties. Each party bargains on the basis of an assessm ent
of the current status and future prospects o f each
constituent as a separate enterprise and as a contributor
to the proposed com bined enterprise. The agreed term s
of the com bination recognize primarily the bargained
values and only secondarily the constituent’s recorded
costs of assets and liabilities.
Those who support the purchase m ethod of ac
counting for business com binations effected by issuing
stock believe that an acquiring corporation accounts
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Answer 6 (10 points)

Part b.

P art a.

1. The m aterials price standard is usually based on
current m arket prices. When the actual price is more
than the standard, there is an unfavorable materials
price variance. W hen the actual price is less than the
standard, there is a favorable m aterials price variance.
The m aterials quantity (usage or efficiency) stand
ard is usually based on engineering studies. W hen the
actual quantity used is more than the standard, there
is an unfavorable m aterials quantity (usage or effi
ciency) variance. W hen the actual quantity used is less
than the standard, there is a favorable m aterials quan
tity (usage or efficiency) variance.

1. U nder direct costing, only variable m anufacturing
costs are included in inventory; w hereas, under ab
sorption costing (the current generally accepted
m ethod of costing inventory for external reporting),
all m anufacturing costs, both variable and fixed, are
included in inventory.
2. Direct costing charges the product with only those
m anufacturing costs that vary directly with volume.
In order to do this, a direct-costing structure must
separate variable (product) costs and fixed (period)
costs. As a result, a direct-costing structure facilitates
calculation o f the contribution margin and breakeven
point because sales less variable costs equals the
contribution margin, and the contribution margin, as
a percentage of sales divided into fixed costs, equals
the breakeven point.

2. The labor rate (wage, cost, or price) standard is
usually based on collective bargaining agreem ents or
local conditions o f labor supply and dem and. When
the actual rate is more than the standard, there is an
unfavorable labor rate (wage, cost, or price) variance.
W hen the actual rate is less than the standard, there
is a favorable labor rate (wage, cost, or price) variance.
The labor efficiency (time or usage) standard is
usually based on time and m otion studies by industrial
engineers. W hen the actual hours worked are more
than the standard, there is an unfavorable labor effi
ciency (time or usage) variance. When the actual hours
worked are less than the standard, there is a favorable
labor efficiency (time or usage) variance.
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A
Accountant’s legal liability
Audit
Auditor of statements accompanying registrations statement is
required to review events between date of report and date of
public sale or will be liable
(M78L-3)
20
Brokerage firm—customers might have a common law action for
negligence or might prove liability under sec. 17 of
Securities Exchange Act of 1934
(N78L-4)
50
Creditors of a bankrupt can recover from a CPA firm that issued
an unqualified opinion on statements that had material
inadequate disclosures relative to matters that eventually
caused the bankruptcy (M78L-3)
19
Fraud
Auditor liable to creditor for issuance of false statements
(knowingly presenting a capital lease as an operating
lease)
(M79L-2)
74
Auditor not liable to lessor whose own fraudulent actions led
to his loss—secret agreement with lessee so that capital
lease might appear to be operating
lease
(M79L-2)
74
Gross negligence—creditors may recover from CPA firm without
showing actual knowledge of falsity; scienter requirement for
action by third parties based on fraud satisfied by either
reckless disregard for truth or gross negligence, both of
which can be shown by failure to check existence of certain
receivables, collectibility of others, existence of security
investments and lack of due care
(N79L-5)
101
Limited partnership audit—privity in state of change and gradual
erosion—in order to prevail against a CPA firm, a limited
partner might assert third-party beneficiary doctrine that the
duty of care extends to fixed, definable and contemplated
group whose conduct was to be governed by the audit,
gross negligence, and general partners signing contract for
each member of limited partnership
(N79L-5)
101
Negligence
See a lso Accountant’s legal liability—Gross negligence
Auditor liable to creditor for material misstatement of
statements (capital lease presented as operating
lease)
(M79L-2)
74
Creditor can recover loss from auditor when engagement letter
expressly indicated audit was for loan purposes, and an
unqualified opinion was given in spite of facts that
inventory was stated at cost (substantially in excess of
fair market value), and that two secured creditors to
whom material amounts were owed were not disclosed
though their claims would take priority over the
loan
(M79L-2)
74
Securities Exchange Act of 1934—antifraud provisions of sec.
10(B) and rule 10b-5 do not apply in customer suit against
negligent CPA audit, because fraud is intentional and
requires more than showing negligence
(N78L-4)
50
Term “audit” should not be used on nonaudit
engagements
(M78A-2)
14
Working papers subpoenaed must be surrendered by CPA firmeven where privilege rule is applicable, it can only be
claimed by client
(M78L-3)
20

Accountant’s legal liability (c o n t.)
Tax preparation and analysis
Tax analysis to determine taxable dividend per share if
liquidate—treated retained earnings as in statements as
earnings and profits for tax purposes without consideration
of transfers on two occasions for stock dividends and CPA
firm would be liable for any interest and penalties imposed
on shareholders and may be held liable for additional taxes
incurred by shareholders as result of erroneous
advice
(N79L-5)
101
Tax return preparation
Common examples of negligence
(M79L-2)
74
Damages awarded client may include penalties assessed,
interest assessed, no-longer-recoverable taxes erroneously
paid, other costs directly resulting, and punitive
damages
(M79L-2)
74
Principal legal basis for liability of the firm and its
employee
(agent)
(M79L-2)
74
Accounting changes
Change in accounting principle
Book value of machine computation one year after changing
from straight-line to sum-of-the-years-digits
depreciation
(M79PI-3)
6l
Cumulative effect of change from straight-line to sum-of-theyears-digits depreciation
(M79PI-3)
61
Cumulative effect of change in depreciation method for all fixed
assets refl ected in current statements, comparative statements
presented as before, recompute beginning retained earnings,
effect on depreciation and accumulated depreciation, disclose
effect for current period and on pro forma basis for all
comparative statements presented, effect in each instance
disclosed for income before extraordinary, net income, and
all related per-share amounts, and footnote disclosure of
nature and justification
(M78T-7)
29
Change in estimate
Depreciable lives are reflected in current and future periods, no
cumulative effect shown or pro forma earnings data, aff ects
depreciation and accumulated depreciation, footnote
disclosure of effect on income before extraordinary, net
income, and related per-share amounts
(M78T-7)
28
Change in reporting entity
Restate all prior-period statements, in initial set of statements
after change disclose by footnote nature and reason, effect
on consolidated statements, effect on earnings before
extraordinary, net earnings, and related per-share amounts
disclosed for all periods presented, disclosures not repeated
subsequently
(M78T-7)
29
Accounting Principles Board

(N78T-6)

Accounting Principles Board Opinions
S ee APB Opinions
Accounting Research Bulletins
S ee ARBs

125

57,

(M79T-3)

78

Accounts receivable
S ee a lso Allowance for doubtful accounts
S ee a lso Allowance for uncollectible accounts
Allowance adjusting entry as result in loss experience
rate
(N78PII-3)
37
Assigned
Computation of expenses resulting
(M79PI-4)
Sold
Computation of expense
(M79PI-4)
62

APB Opinions
(M79T-2)
(M78T-4) 24,
No. 8
78
(M79T-2)
No. 9
(N79T-4)
(M79T-2) 7 8 ,
No. 11
(N79PI-5)
(N78PI-3) 3 3 ,
No. 14
(M79T-2)
(N78T-2) 5 3 ,
No. 15
106
(N79T-5)
No. 16
(M79T-2)
(M79PI-3) 6 0 ,
No. 17
(M79T-3)
(M79PI-3) 6 0 ,
No. 18
(M79T-2)
(M78A-2) 14,
No. 19
(N79Pn-3)
(M78T-7) 2 8 ,
No. 20
(M79PI-3)
61
(N78T-5)
(N78PI-3) 3 2 ,
No. 21
(N79PI-5)
86
78
(M79T-2)
No. 22
2
(M78PI-3)
No. 25
(N79PI-5)
No. 26
(N78T-5) 5 6 ,
(N79T-4)
No. 28
(N78T-6) 5 6 ,
89
No. 29
(N79PII-3)

62

Accrual accounting
Contrasted with cash accounting
(N79T-3)
105
How it affects the determination of income, including what
constitutes an accrual and a deferral with examples of
each (N79T-3)
104
Accumulated depreciation
Computation of amount taken under double-declining-balance
method over eight-and-one-half years of machine with expected
useful life of ten years, amount which should be removed
from accounts as machine was scrapped and utilized in
determining book value
(N79PII-3)
90
Computation of amount taken under straight-line method over threeand-one-half years of machine with expected useful life of
seven years, amount which should be removed from accounts
as machine was sold and utilized in determining book
value
(N79Pn-3)
90

34,

(M78PI-3)
(M79T-4)

55,

87
105

2
79

Audit procedures
See a lso Electronic date processing
S ee a lso Statement of changes in financial position
Contingencies
Loss from litigation, claims, and
assessments
(M79A-4)
71
Inventory
Basic procedures and how general purpose computer software
package and tape of inventory file data might be
helpful
(N78A-5)
46
Principal auditor with respect to other auditor of material
subsidiary (M79A-5)
72
Auditor’s legal liability
S ee Accountant’s legal liability
Auditor’s report
Disclaimer
Improper—should have referred to incomplete presentation, set
forth and discussed unacceptable accounting, and used
proper form regarding not audited and no
opinion (M78A-2)
14
Principal auditor
Requirements if auditor names other auditor of material
subsidiary and makes reference to his
examination
(M79A-5)
72

62

Allowance for uncollectible accounts
S ee a ls o Allowance for doubtful accounts
Adjusting entry as result in loss experience
rate
(N78PII-3)
37
(M79A-2)

ARBs
No. 43, chaps. 7b, 13b
(N78PI-4)
No. 45

78
78
78
37,

Audit engagement
Acceptance
Inappropriate actions and what should have been
done
(M78A-2)
14
Audited by another CPA in prior years
Procedures in accepting
(N79A-2)
95
Benefits of an independent audit
(M78A-3)
16
Objectives of an independent audit
(M78A-3)
16

AICPA Code of Professional Ethics
Contingent fees
Professional services engagement should not have been accepted
on contingent fee arrangement
(M78A-2)
14

American Institute of Certified Public
Accountants
(M79A-5) 72,

27

105
86
78

Audit committees
Describe, identify reasons why formed, and tell
functions
(N78A-2)
44

Agency
Customer
No liability for agent of seller having auto accident taking
personnel director of customer to softball
game
(N78L-3)
49
Employee liable for his torts
Truck driver liable for fist fight when truck was double-parked in
course of his job, despite fact employer may also be
liable
(N78L-3)
49
Employer liable for employee’s accident
Employee, apparently following instructions of employer to
accommodate customer where it would cost little and would
build goodwill, has auto accident taking customer to softball
game per customer’s request, and employer is
liable
(N78L-3)
49
Employer liable for torts of employee
Employer of truck driver probably liable for fist fight of driver
when truck was double-parked in course of his job, despite
fact that employer is in no way personally at fault or has
instructed driver to obey all traffic and parking rules and
regulations
(N78L-3)
48
Nonexistent principal
Promoter of corporation to be organized liable as a party to the
contract
(M78L-4)
20

Allowance for doubtful accounts
See a lso Allowance for uncollectible accounts
Balance of account computation
(M79PI-4)

APB Statements
No. 3
(M78T-6)

78

B

95

Amortization
Schedule for first two years of bond discount on serial bonds using
interest (effective rate) method
(N78PI-3)
32

Bad debt expense
Description of direct write-off and allowance methods of
recognizing
(N79T-2)
104

126

Bad debt expense (co n t.)
Reasons why direct write-off is not usually GAAP and the
allowance method is preferable
(N79T-2)
104

Code of Professional Ethics
See AICPA Code of Professional Ethics
College accounting
S ee Fund accounting
See University accounting

Bankruptcy
Voidable preference
Sale of property of debtor, while insolvent, in part for
cancellation of antecedent debt, constitutes a preference, but
whether voidable depends on whether purchaser had
requisite knowledge of the insolvency at the
time
(N78L-2)
48
Bankruptcy Act

(N78L-2)

Commercial paper
Banks rights to collection of various promissory notes used as
collateral, where bank is holder in due course of some and
others are forged, and total amount of all notes exceeds
amount of loan secured
(N79L-3)
100
Holder had notice of defense of maker prior to completion of
negotiation but can assert the standing of his transferor and
will prevail against maker
(M78L-2)
19
Holder in due course
Entitled to collect original amount of raised check from drawer
(unless he can assert and prove drawer was negligent in
drafting the instrument and contributed to alteration), or
from indorser of blank check, but can collect nothing from
bank which rightfully dishonored it
(N79L-3)
100
Not if instrument negotiated is not
negotiable
(M78L-2)
19
Personal defense that merchandise for which negotiable
instrument was issued did not satisfy warranties would not
prevail
(M78L-2)
19
Takes note not overdue for value and without notice or
knowledge of any defect
(M78L-2)
19
Indorsement types and liability of each
(M78L-2)
19
Negotiability
Nonnegotiable because example instrument neither payable to
“order” or to “bearer,” even though indorsement does use
such words
(M78L-2)
19
Nonnegotiable instrument
“Negotiated” merely assigns all of the transferor’s rights and
leaves personal defenses of maker valid
(M78L-2)
19
Not payable at definite time and payable only out of proceeds of
particular resale, with result that holder is not a holder in
due course and cannot collect from maker who returned the
fraudulent goods to original receiver of instrument and owes
nothing
(N79L-3)
100

48

Bond sinking fund
See Audit procedures
Bonds payable
Amortization of premium or discount
Effective interest method computation, and why and how
amounts differ from straight-line
(N78T-4)
55
Effective interest method explanation, and how it differs from
and is similar to straight-line
(N78T-4)
55
Convertible
Entry upon conversion using book value method after giving
effect to stock split
(N78PI-3)
33
Entry upon issuance
(N78PI-3)
33
Detachable stock purchase warrants
Entry for issuance, given sale at face and total value of the
warrants at issuance (N78PI-3)
33
Issuance journal entry involving deferred bond issue costs,
accrued interest at date of sale, premium on bonds, and
value assigned to the warrants
(N79PI-5)
86
Sale receipts computation, given face, contract percentage interest,
yield rate, interest paid annually, life of bonds, and present
value of $1 and of annuity of $1 for life of bonds at yield
rate
(N79PI-5)
86
Serial
Amortization schedule for first two years of bond discount using
interest (effective rate) method
(N78PI-3)
32
Computation of amount received, given face of five-year 5%
bonds sold to yield 6%, amount and date of principal
payments, interest payment dates, present value of an
annuity value at 6%, and present value of $1 at 6%
table
(N78PI-3)
32

Contingencies
S ee a lso Audit procedures
Warranty contingency both probable and reasonably estimable and
should be accrued as liability and an
expense
(M79T-2)
78

Budgets
Preparation of sales, production, raw materials purchases, direct
labor, and finished goods inventory budgets in dollars or units
or quantities
(N78PII-4)
38

Contracts
Employment
Employee with three-year contract demanded raise and it was
agreed in writing to give him bonus at end of contract, but
the additional compensation is unenforceable because of no
consideration
(N78L-5)
50
Employee with three-year contract was lured away by another
employer with full knowledge of the three-year contract,
with result that such employer’s conduct is tortious and
allows first employer to recover
damages
(N78L-5)
51
Employer won’t be successful in seeking equitable relief of
specific performance by employee with three-year contract
who left after two years, because court of equity will not
force a person to fulfill a contract for personal
services
(N78L-5)
51
Option to purchase
Supported by consideration and consequently is a binding
contract at a given price or prevailing market, whichever is
lower, which is definite and certain
(N78L-5)
50
Sale
Risk of loss—shipping terms, F.O.B. shipping point, determine
even though title was reserved by seller and seller retained
negotiable bill of lading for simultaneous exchange for
cash—title is irrelevant
(N78L-5)
50

Buildings
Analysis of account computation, given beginning balance, issuance
of stock (quoted market price given) for land and building,
and appraised value for the land and the
building
(N79PII-3)
89
Cost computation
(M78PI-5)
6
Business combinations
Pooling of interests
Supportive arguments
Purchase
Supportive arguments

(N79T-5)

106

(N79T-5)

106

c
Capital stock
See Stock
Cash accounting
Contrasted with accrual accounting

(N79T-3)

105

127

Corporations (co n t.)
Stock dividends from treasury stock and cash
Analyze and discuss legal impact from standpoint of corporate
requirements that must be met, effect upon stated capital,
and federal income tax effects or implications to
shareholder
(N79L-2)
99
Stock split
Analyze and discuss legal impact from standpoint of corporate
requirements that must be met, effect upon stated capital,
and federal income tax effects or implications to
shareholder
(N79L-2)
99

Contributed capital
See Stockholders’ equity
Contribution margin
See Cost accounting—Direct costing
Corporations
Accumulation of earnings and profits where corp. continuously
elects not to pay dividends may be taxed as unreasonable or
ambitious expansion plans would normally constitute a bona
fid e business purpose and prevent such tax
(N79L-2)
99
Directors and officers
Cannot benefit in dealings with or for corp.—dissenting minority
shareholders may institute legal action in name of corp. to
have acquisition (which benefited chairman) of one corp. by
another chairman-controlled corp. and have the acquisition
transferred to their own corp. with profits of interim, or
minority could seek damages from
chairman
(M78L-4)
20
Indemnification of officer’s legal fees and expenses—rights and
limitations applicable where president was defending himself
successfully against criminal action brought against him in
connection with an antitrust suit against the corporation, and
indemnification is proper
(N79L-2)
99
Interlocking directorate
Land purchase fair and reasonable to the corporation may be
made from such company if the facts are known by board
or committee that authorizes (not counting votes of
interested directors), or stockholders entitled to vote have
such knowledge and approve
(M79L-3)
75
Payment “on the side’’ to interlocking director to assist
transaction with other company would violate the
director’s fiduciary duty, may be criminally illegal, and
would constitute grounds to make the transaction
voidable
(M79L-3)
75
Loan to president (employee) for benefit of company authorized
by chairman (should have been board of directors) may
leave chairman subject to personal
liability
(M79L-3)
75
Pre-incorporation contracts
Board of directors at inception of corporation is free to either
adopt or reject pre-incorp. agreements made on behalf of
the corp., including employment contract of
promoter
(M78L-4)
20
Parties who agree to provide capital vital to corp. creation not
permitted to withdraw commitments for six months, and this
is enforceable against estate of such
party
(M78L-4)
20
Promoter entitled to cash expenditures because of implied
adoption by board of directors accepting all the benefits or
because implied in law based upon unjust
enrichment
(M78L-4)
20
Promoter of corporation to be organized liable as a party to the
contract (M78L-4)
20
Stock dividends
Analyze and discuss legal impact from standpoint of corporate
requirements that must be met, effect upon stated capital,
and federal income tax effects or implications to
shareholder (N79L-2)
99
From authorized but unissued shares legal out of unreserved and
unrestricted retained earnings, but where there is a par
value, they must be issued at not less than
par
(M79L-3)
74
From shares of another company legal where enough unreserved
and unrestricted retained earnings
available
(M79L-3)
74
Tax consequences of dividend from authorized but unissued
shares is that basis for recipient’s shares must be allocated
over a new number of total shares, but the distribution is
not taxable
(M79L-3)
74
Tax consequences of dividend from shares of another company
are that shareholders must include FMV of shares received
as dividend income subject to dividend exclusion and their
tax basis is FMV
(M79L-3)
74

Cost accounting
Absorption costing
Difference with direct costing
(N79T-6)
107
Budgets
Preparation of sales, production, raw materials purchases, direct
labor, and finished goods inventory budgets in dollars or
units or quantities
(N78PII-4)
38
Direct costing
Contribution margin for various combinations of unit sales and
units manufactured (or purchased) of single product (units
manufactured and not sold by end of month must be
discarded)
(N79PII-4)
97
Contribution margin monthly computation if given number of
units manufactured and all sales orders filled either from
those or from other purchased (units manufactured and not
sold by end of month must be discarded), and substitute
more expensive ingredient must be used because of potential
strike
(N79PII-4)
97
Difference with absorption costing
(N79T-6)
107
How it facilitates calculation of contribution margin and
breakeven point
(N79T-6)
107
Fixed cost
Definition and identifying characteristics
(N78T-3)
53
Process-costing—equivalent units
Computation
(M78PII-5)
77
Cost computation
(M78PII-5)
77
Direct labor in all inventories
(N78PII-4)
37
Material and direct labor in packaging
inventory
(N78PII-4)
39
Raw materials in all inventories
(N78PII-4)
39
Weighted-average method
Costing of finished goods and work-in
process
(M79PII-4)
68
Entry to correct finished goods and work-in-process
inventories
(M79PII-4)
68
Materials, labor, and overhead
computation
(M79PII-4)
67
Unit costs of production for materials, labor, and
overhead
(M79PII-4)
67
Semivariable cost
Definition and identifying characteristics
(N78T-3)
54
Three basic methods (scattergraph, high-low, least-squares)
“break down” into component parts
discussion
(N78T-3)
54
Standards
S ee Cost accounting—Variance analysis
Variable cost
Definition and identifying characteristics
(N78T-3)
53
Variance analysis
Computation of all variances, including two-variance
overhead
(M78PII-5)
72
Labor—description of standards that must be developed and how
variances from those standards are
calculated
(N79T-6)
107
Material—description of standards that must be developed and
how variances from those standards are
calculated
(N79T-6)
107
Current value accounting
See Price-level accounting
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D

Earnings per share
Accounting changes
S ee a lso Accounting changes
Change in estimate—footnote disclosure of
effect
(M78T-7)
28
Change in reporting entity—effect disclosed for all periods
presented
(M78T-7)
29
Common stock equivalent
Definition and description of securities which would be
considered such
(N78T-2)
53
Complex capital structure
Definition and disclosures (both financial and explanatory)
necessary
(N78T-2)
53
Not properly entitled, computed, or disclosed
(M79T-2)

Data processing
See Electronic data processing
Debentures
S ee Bonds payable
Decision making
See Cost accounting—Direct costing
See Quantitative methods—Probability
Depreciation
Double-declining-balance
Computation and comparison with other specified methods for
maximization of profits for accounting and for minimization
of profits for income tax
(M78PI-5)
7
Computation of amount taken over eight-and-one-half years of
machine with expected useful life of ten
years
(N79PII-3)
90
Straight-line
Computation and comparison with other specified methods for
maximization of profits for accounting and for minimization
of profits for income tax
(M78PI-5)
7
Computation of amount taken over three-and-one-half years of
machine with expected life of seven
years
(N79PII-3)
90
Sum-of-the-years-digits
Comparison with other specified methods for maximization of
profits for accounting and for minimization of profits for
income tax
(M78PI-5)
7

78

EDP
S ee

Electronic data processing

Electronic data processing
Application controls
Purposes of input controls, processing controls, and output
controls
(M79A-3)
71
Flowcharts
S ee Internal control—Flowcharts
General controls
(M79A-3)
71
General knowledge of four given EDP topics that should be
possessed by CPAs responsible for computer
audits
(M78A-4)
16
General purpose computer software package
How helpful in inventory audit with tape of inventory file
data (N78A-5)
46
Inventory
Basic audit procedures and how general purpose computer
software package and tape of inventory file data might be
helpful
(N78A-5)
46
Uses of computer to aid auditor’s examination of accounts
receivable in fully computerized system
(N79A-4)
96

Disclaimer
S ee Auditor’s report
Disclosure
Accounting changes
Accounting changes
Change in estimate—footnote disclosure of effect on income
before extraordinary, net income, and related per-share
amounts
(M78T-7)
28
Change in reporting entity—in initial set of statements after
change, disclose by footnote nature and reason, and disclose
effect on earnings before extraordinary, net earnings, and
related per-share amounts for all periods presented,
disclosures not repeated subsequently
(M78T-7)
29

S ee a lso

Employer and employee relationships
S ee a lso Agency
Workmen’s compensation
Legal implications of not having workmen’s comp. include being
subject to common law actions in elective jurisdictions,
being precluded from certain defenses, additional
compensation payments over and above basic amounts,
immediate lump-sum payment, fines, and
imprisonment
(N78L-3)
49
Purpose to provide system of compensation for employees
(survivors or dependents) injured, disabled, or killed in
course of their employment
(N78L-3)
49

Dividends
Corporations
Federal income tax
Stock dividends
Computation on shares outstanding
(M78PI-3)
3
Worksheet showing maximum amount available for cash dividends
and how distributable to common, noncumulative and
nonparticipating preferred, and cumulative and fully
participating preferred with dividends in
arrears
(M78PI-3)
4

See a lso
S ee a lso
S ee a lso

Engagement letter
Verbal commitment should have been reduced to
writing
(M78A-2)
14
EPS
See

Earnings per share

Equipment
Machinery and equipment
Adjusting entry for incorrectly expensing in earlier
year
(N78PII-3)
37
Adjusting entry for incorrectly recording sale
(N78PII-3)
Cost computation
(M78PI-5)
6

S ee a lso

E
Early extinguishment of debt
See a lso Extraordinary items—Gains or
losses on early extinguishment of debt
Gain computation
(N79PI-5)
87
Gains or losses
Immediate recognition is only acceptable method and, if
material, must be reflected as extraordinary
items
(N78T-5)
56
Supporting arguments for each of the three theoretic methods
(amortized over remaining life of old debt, over life of new
debt, recognize in period) of accounting
for
(N78T-5)
56

Errors or irregularities
Missing invoices ignored

(M78A-2)

37

14

Ethics
See

AICPA Code of Professional Ethics

Extraordinary items
Extraordinary gain improperly shown on retained earnings statement
rather than income statement
(M79T-2)
78
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Federal income tax
Corporations (co n t.)
84,
(M78PI-4)
Long-term capital loss
(N79PI-3)
5
Net capital gains
(M78PI-4)
5
(M79PI-5) 6 3 ,
(N79PI-3) 84
Net long-term capital gain
(N79PI-3)
84
Net short-term capital gain
(N79PI-3)
84
Operating loss deduction
(M78PI-4)
5
(M79PI-5)
63
Pension costs
(M78PI-4)
Profit-sharing costs
(M78PI-4)
5
Rental income
(N79PI-3)
84
Royalties from patent on invention
(N79PI-3)
84
Short-term capital gain
(N79PI-3)
84,
(M78PI-4)
5
Short-term capital loss
(M79PI-5) 6 3 ,
(N79PI-3) 84,
(M78PI-4)
5
Social security taxes withheld from employees not
deductible
(M79PI-5)
64
Stock dividends effects or implications to
shareholder
(N79L-2)
99
Stock dividends from treasury stock and cash effects or
implications to shareholder
(N79L-2)
99
Stock split effects or implications to
shareholder (N79L-2)
99
Taxable income computation, given that any alternative
treatments should be resolved to minimize such
figure
(N79PI-3)
84
Treasury stock purchase is not deductible
(M79PI-5)
63
Depreciation
Computation and comparison of straight-line, double-decliningbalance, and sum-of-the-years-digits for minimization of
profits for income tax and maximization of profits for
accounting
(M78PI-5)
7
Dividends from shares of another company included in dividend
income at FMV received subject to the dividend exclusion,
and their tax basis is FMV
(M79L-3)
74
Individual
Adjusted gross income computation
(N78PI-5)
34
Child care credit allowable
(N78PI-5)
35
Contribution to Keogh retirement plan including January
contribution
(N78PI-5)
34
Country club dues deductible to extent incurred in connection
with business
(N78PI-4)
34
Dividend income less exclusion
(N78PI-5)
35
Interest expense
(N78PI-5)
35
Joint return
(N78PI-5)
34
Long-term capital loss
(N78PI-5)
34
Medical expense deduction computation
(N78PI-5)
35
Medical insurance premiums
(N78PI-5)
35
Real estate taxes (N78PI-5)
35
Sales tax
(N78PI-5)
35
Self-employment income computation
(N78PI-5)
34
State gasoline taxes
(N78PI-5)
35
State income tax, including estimated (N78PI-5)
35
State income tax refund
(N78PI-5)
35
Total itemized deductions computation
(N78PI-5)
35
Stock dividends not taxable, but new basis for shares computed by
allocation
(M79L-3)
74

Extraordinary items (co n t.)
Gains or losses on early extinguishment of
debt
(N78T-5)
56

F
FASB
No.
No.
No.
No.
No.
No.
No.

Statements
2
(M78T-5)
(M79A-4)
5
7
(M78T-5)
8
(M78T-3)
12
(N78PII-3)
(N78T-4)
13
14
(M79T-5)

26,
71,
26
24
37
54,
80

(M79PI-3)
(M79T-2)

60
78

(M79T-2)

78

Federal income tax
Allocation
Deferred income tax liability would not arise from a permanent
difference and improper method of computing deferral used
in any case
(M79T-2)
78
Interperiod—Deferred method
Gross change method description
(N79T-4)
105
Net change method description
(N79T-4)
105
Corporations
Accumulation of earnings and profits where corp. continuously
elects not to pay dividends may be taxed as unreasonable or
ambitious expansion plans would normally constitute a bona
fid e business purpose and prevent such
tax
(N79L-2)
99
Balance due from previous year’s return not
deductible
(M79PI-5)
64
Bonus to officers
(N79PI-3)
84
Charitable contributions
(N79PI-3)
84
Carryover
(M79PI-5)
63
Limitation
(M78PI-4) 5 ,
(M79PI-5) 63
Christmas bonus to employees deductible
(M79PI-5)
63
Contributions to local tax-exempt private
college
(N79PI-3)
84
Contributions to pension plan trust
(M79PI-5)
63
Contributions to profit-sharing trust (N79PI-3)
84
Contributions to various indigents not
deductible
(M79PI-5)
63
Dividends from affiliated corporation
(M78PI-4)
5
Dividends from current earnings of wholly owned domestic
subsidiary
(N79PI-3)
84
Dividends from domestic corporations
(M78PI-4) 5,
(M79PI-5) 63
(N79PI-3)
84
Dividends from wholly owned domestic
subsidiary
(M79PI-5)
63
Dividends in cash and in treasury stock effects or implications to
shareholder
(N79L-2)
99
Dividends received deduction
(M78PI-4)5
(M79PI-5)
63,
(N79PI-3)
84
Employer’s share of social security taxes is deductible, but was
used in a previous calculation in
example
(M79PI-5)
64
Estimated tax payments
(M78PI-4) 5,
(M79PI-5) 64
Federal income tax due computation
(M79PI-5)
64
Finance charges on gasoline credit cards
(N79PI-3)
84
Fire loss involving value before and after fire and
insurance
(N79PI-3)
84
Foreign tax credit
(M79PI-5)
64
Income from investments of pension trust not
taxable
(M79PI-5)
63
Interest income from corporate bonds
(N79PI-3)
84
Investment credit
(M78PI-4)
5
(M79PI-5)
64
Long-term capital gain
(M79PI-5) 6 3 ,
(N79PI-3) 84,
(M78PI-4)
5

Federal securities regulation
Auditor of statements accompanying registrations statement required
to review events between date of report and date of public
sale or will be liable
(M78L-3)
20
Brokerage firm
Customers might have a common law action against the CPA
auditor for negligence, or might prove liability under sec. 17
of Securities Exchange Act of 1934
(N78L-4)
50
Securities Act of 1933
Statute of limitations—action must be brought within one year of
discovery of untrue statement or omission, or after such
should have been made by reasonable diligence, but in no
event more than three years after security was bought in
good faith
(N78L-4)
49
Securities and Exchange Commission—Regulation A
Offering types and general requirements which must be met to
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Federal securities regulation
Securities and Exchange Commission—Regulation A (c o n t.)
qualify
(N78L-4)
49
Same liability for false statement or material omission that
applies to a full registration
(N78L-4)
49
Securities Exchange Act of 1934
Antifraud provisions of sec. 10(B) and Rule 10b-5 do not apply
in customer suit against negligent CPA audit, because fraud
is intentional and requires more than showing
negligence
(N78L-4)
50
Major provisions that do apply and those that do not apply to
given corporation and its officers, directors, and principal
shareholders after a public offering
(N78L-4)
50
Financial Accounting Standards Board

(M78T-3)

Goodwill
Result of investing for 45% ownership and 30% ownership in two
companies, computation of amount (considering fair value of
fixed assets of one company exceeds book value), amorti
zation, and accumulated amortization
(M79PI-3)
60
Governmental accounting
S ee a lso Municipalities
University accounting
Entries to record summary of transactions
Statement of changes in fund balances
preparation
(N78PII-5)
42

40

24

Financial statements
Identify inclusions or exclusions from illustrated statements that
would violate GAAP and indicate corrective
action
(M79T-2)
78

Industry segments
S ee Segments
Insurance
Adjusting entry for expensing three-year insurance
premium
(N78PII-3)
37

Fixed assets
S ee Equipment
See Machinery and equipment

Intangible assets
See a lso Leasehold improvements
Income statement effects of amortizing patent and franchise, and
expensing research and development
costs
(M79PI-3)
60
Prepare intangibles section of balance sheet involving patent and
franchise and accumulated amortization on
each
(M79PI-3)
60
Trademarks
Amortized over maximum period of forty years, using straightline (M79T-2)
78

Flowchart
Interpret symbols and complete a partial flowchart on charge sales
activities telling the internal control procedure or internal
document
(M79A-2)
71
F ootnote
S ee a lso

Disclosure
Initial footnote should describe all significant accounting
policies
(M79T-2)
78

Forecasts
S ee Budgets

Interim financial reporting
How revenue, cost, and expense recognized for such reporting
relate to those recognized for year-end
reporting
(N79T-4)
105
Income tax recognition at such dates
(N79T-4)
106
Inventory and cost of goods sold special accounting
treatment
(N78T-6)
57
Limited review
Does not provide basis for opinion because not accord with
GAAS
(N79A-3)
95
Procedures and purpose of
each
(N79A-3) 95
Product and period cost recognition discussion
(N78T-6)
Provision for income taxes computation and reflection in
statements
(N78T-6)
57
Recognition of revenue discussion and specifically for seasonal
business and for percentage-of-completion
(N78T-6)

Foreign currency translation
See Foreign exchange
Foreign exchange
Foreign currency translation
Denominate
Define and distinguish between denominate and measure and
give brief example demonstrating the
distinction
(M78T-3)
24
Measure
Define and distinguish between measure and denominate and
give brief example demonstrating the
distinction
(M78T-3)
24
Temporal method of translating statements
Define and include in answer treatment of long-term accounts
receivable, deferred income, inventory valued at cost and
long-term debt
(M78T-3)
24
Fund accounting
S ee a lso Governmental accounting
S ee a lso Municipalities
S ee a lso University accounting
University accounting
Entries to record summary of transactions
Statement of changes in fund balances
preparation
(N78PII-5)
42

(N78PII-5)

(N78PII-5)

56

56

Internal control
S ee a lso Electronic data processing
See a lso Flowcharts
Accounting
Purchases—procedures expected if effective
(N78A-4)
45
Documentation of auditor’s understanding of system in form of
questionnaires, narrative memorandums, decision tables, and
flowcharts
(N79A-5)
97
Flowcharts
Interpret symbols and complete a partial flowchart on charge
sales activities telling the internal control procedure or
internal document
(M79A-2)
71
Preliminary evaluation objectives
(N79A-5)
97
Study and evaluation
Basis for reliance in determining nature, extent, and timing of
tests, and basis for suggestions for
improvements
(N79A-5)
97
Tests of compliance to provide reasonable assurance that procedures
are being applied as prescribed
(N79A-5)
97

40

Gain on sale of machine to be shown as a revenue item
on income statement computation, given cost, salvage, straightline depreciation, useful life, purchase and sale dates, and
proceeds of sale
(N79PII-3)
90

Internal Revenue Code
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(N79L-2)

99

Internal Revenue Code sec. 305

(M79L-3)

Internal Revenue Code secs. 351 and 368 (c)

Leasehold improvements
Analysis of account, given beginning balance and cost of new
parking lots, streets, and sidewalks
(N79PII-3)
89
Capitalizable amount
(M78PI-5)
6

74

(M78L-5)

22

Inventory
See a lso Electronic data processing
Cash discounts always taken not included in cost or accounts
payable
(N78PI-4)
34
Consignments-in not included in inventory or accounts
payable
(N78PI-4)
34
Consignments-out included in inventory
(N78PI-4)34
Dollar-value LIFO method computation
(M79PII-3)
67
FIFO
Computation for one product
(N79PI-4)
85
F.O.B. shipping point goods recorded as sale (or purchase) upon
shipment
(N78PI-4)
34
Freight included in cost
(N78PI-4)
34
Gross margin (profit) method
Fire loss estimated computation involving
salvage
(N79PI-4)
86
LIFO
Computation for one product
(N79PI-4)
85
LIFO dollar-value method computation
(M79PII-3)
67
Overstatement
Adjusting entry for errors in opening and
closing
(N78PII-3)
37
Retail method
Estimate
(M79PII-3)
66
Lower of average cost or market estimated ending inventory
computation
(N79PI-4)
85
Sold goods (not shipped) not included in
inventory
(N78PI-4)
34
Weighted average for one product
(N79PI-4)
85
Work in process estimation of loss by flood computation involving
gross profit method estimation of cost of finished goods
manufactured which were not destroyed
(M79PII-3)
66

Leases
Lessee
Accounts created or affected by transaction and how costs related
to earnings
(N78T-4)
55
Amount computation should utilize incremental borrowing rate of
lessee in absence of information on lessor’s implicit
rate
(N78T-4)
54
Disclosures that must be made
(N78T-4)
55
Present value of minimum lease payments greater than 90% of
fair value of asset at inception of lease
(N78T-4)
54
Lessor
Capital
Not properly capitalized, amortized, or
disclosed
(M79T-2)
78
Direct financing
(N78T-4)
55
Legal capital
Corporate capital required by statute to be retained to minimally
protect creditors
(M79T-6)
82
Limited review
Interim financial statements
Does not provide basis for opinion because not in accord with
GAAS
(N79A-3)
95
Procedures and purpose of each
(N79A-3)
95
Long-term contracts
Completed-contract method
Billings on uncompleted contract in excess of related costs
computation
(N78PI-4)
34
Gross profit to be recognized is none when no contract is
completed
(N78PI-4)
34
Interim billings not GAAP for recognizing earnings because often
no meaningful relationship to work
performed
(M79T-4)
80
Percentage of completion
Billings on uncompleted contract in excess of related costs
computation
(N78PI-4)
34
Gross profit to be realized computation
(N78PI-4)
34
Percentage-of-completion and completed-contract methods of
computation and recognition of earnings
(M79T-4)
79
Percentage-of-completion and completed-contract methods of
reflecting job costs and interim billings on the balance
sheet
(M79T-4)
80
Preferable to completed-contract when estimates of progress are
reasonably dependable, and vice-versa
(M79T-4)
80

Investments
See a lso Marketable securities
Equity method
Amount initially recorded and subsequent
adjustments
(M79T-3)
79
Change from cost method (when owned 10%) to equity
(owning 25%) by retroactively restating all prior periods
in which the investment was held as equity used from
inception, and current and subsequent reporting
discussion
(M79T-3)
79
Circumstances in which applied
(M79T-3)
78
Recognition, presentation, and determination of amount of
earnings considering earnings reported by investee,
dividends, prior period adjustments, extraordinary items,
excess of price over net equity (depreciation or
amortization), and income tax
deferral
(M79T-3)
79
Land acquired as potential future building
site
(N79Pn-3)
90

Long-term investments
S ee Marketable securities
Loss on scrapping of machine is book value on that date and
should be shown as a normal operating
expense
(N79PII-3)
90

Irregularities
See Errors or irregularities

M
Machinery and equipment
See a lso Equipment
Analysis of account, given beginning balance, cost (invoice price,
freight and unloading, sales and use taxes, and installation
costs) of new items added, cost of machine scrapped, and cost
of machine sold
(N79PII-3)
89

Land
Analysis of account computation, given beginning balance, issuance
of stock (quoted market price given) for land and building,
and appraised value for the land and the
building
(N79PII-3)
89
C o st computation
(M78PI-5)
6
Land held for resale shown separately
(M78PI-5)
6
Tract acquired as potential future building site shown under
investments
(N79PII-3)
90

Managerial accounting
S ee a lso Cost accounting—Direct costing
S ee a lso Quantitative methods—Probability
Definition and identifying characteristics of variable, fixed, and
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Managerial accounting (co n t.)
semivariable costs, and the three basic methods to “break
down” semivariable costs into their component
parts
(N78T-3)
53

Notes receivable (c o n t.)
Profit on sale for non-interest-bearing note with six annual
payments, and implicit interest on it for each of two
years
(M79PI-4)
62

Marketable securities
Short-term—adjusting entry to write-down to
market
(N78PII-3)
37

Not-for-profit accounting
University accounting
Entries to record summary of transactions
Statement of changes in fund balances
preparation
(N78PII-5)
42

Matching concept
Pension expense
Past service costs

(M78T-4)

40

26

Materiality
Auditor’s concept of what is meant
(N78A-3)
Effect on planning and execution of audit
program
(N78A-3)
45
Relationships and other considerations used in
judging
(N78A-3)
44
Model Business Corporation Act
(M79L-3) 7 4 ,
(N79L-2)

(N78PII-5)

(M78L-4)
99

44

Partnership
Assignment of a partner’s interest as security for a personal loan is
allowed in absence of any such restriction in the partnership
agreement, but that does not cause dissolution or make the
assignee a partner
(M79L-4)
76
Criteria for determining existence
Door-nameplates, directory listings, business cards, stationery,
and newspaper announcements do not establish partnership
with nonconsenting person
(M78L-5)
21
Dissolution
Breach of fiduciary duty by partner (by padding expenses and
taking kickbacks) gives any partner a right to a formal
accounting of partnership affairs and grant of application for
dissolution appropriate
(M79L-4)
75
Partner’s financial problems will not precipitate dissolution
(unless he is bankrupt)
(M79L-4)
76
Estoppel
Has been held that persons are partners (and liable to creditors
of the partnership) if they know they are held out to be so
and take no action to prevent
(M78L-5)
21
Incorporation
Liabilities including contingent—corp. may expressly assume,
may be liable because presumed intention of parties, or may
be disregarded and treated as alter ego or
sham
(M78L-5)
21
Parties dealing with corporation only afterwards not able to
assert rights against former partners
(M78L-5)
21
Partners will remain jointly and severally liable for the debts of
the partnership
(M78L-5)
21
Tax implications of transfer of partnership assets to newlycreated corp. are generally no recognition of gain or lo s s affects basis and holding period of
stock
(M78L-5)
22
Name
Filing or registration of fictitious or assumed names used in trade
or business to disclose the real parties required by virtually
all states
(M79L-4)
75
Remaining partners could probably continue to use partnership
name where the partnership had a fixed duration and one of
the partners has caused a dissolution wrongfully and in
contravention of the partnership
agreement
(M79L-4)
75
Personal creditors of partner in financial difficulty have no rights to
partnership property directly or indirectly but may obtain right
to payments that would ordinarily go to that
partner
(M79L-4)
76

20,

Multiple choice answers
(M78A-1-1-60) 13,
(M78L-1-1-50) 1 8 ,
(M78PI-1 & 2-1-35) 1,
(M78PII-1 & 2-34) 8 ,
(M78T-1 & 2-1-50) 23,
(M79A-1-1-60) 70,
(M79L-l-l-50m) 73,
(M79PI-1 & 2-1-40) 59,
(M79Pn-l & 2-1-40m)
65,
(M79T-l-l-50m) 77,
(N78A-l-l-60m) 4 3 ,
(N78L-1-50m) 4 7 ,
(N78PI-1 & 2-1-39) 31 ,
(N78PII-1 & 2-1-35) 3 6 ,
(N78T-l-l-50m)
52,
(N79PI-1 & 2-1-40) 8 3 ,
(N79PII-1 & 2-1-40) 8 8 ,
(N79A-l-l-60m) 9 4 ,
(N79L-l-l-50m) 9 8 ,
(N79T-l-l-50m) 103
Municipalities
Civic Center construction fund
Balance sheet preparation
(M79PII-5)
69
Entries for transactions and closing entries
(M79PII-5)
68
General bonded debt and interest group of accounts
Adjusting entries
(N79PII-5)
93
General fixed assets group of accounts
Adjusting entries
(M78PII-4)
11,
(N79PII-5)93
General fund
Adjusting and closing entries
(N79PII-5)
92
Entries—reclassification, adjusting, and closing (also affecting
receivable from water utility fund)
(M78PII-4)
10
General long-term debt group of accounts
Adjusting entries
(M78PII-4)
11
Special assessment fund
Adjusting entries
(N79PII-5)
93
Water utility fund
Adjusting entries
(N79PII-5)
93

N
Negotiable instruments
S ee Commercial paper
Net income
Schedule to compute corrected net income for two years after
various errors and adjustments
(N78PII-3)
37

Pension plans
Expense
Define normal cost, past service cost, prior service cost, and
interest, and discuss how each is treated under
GAAP
(M78T-4)
24
Past service cost—arguments in favorof accruing onlyto extent
funded, and regardless of amount
funded (M78T-4)
25
Pay-as-you-go orterminal funding notGAAP (M79T-2)
78

Nonmonetary transactions
Issuance of stock for land and building with allocation of quoted
market of stock to land and building on basis of appraised
values
(N79PII-3)
89
Notes receivable
Net receivable computation involving non-interest-bearing note with
six annual payments, implicit interest, and two
years
(M79PI-4)
62

Preferred stock
See Stock—Preferred
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Quantitative methods
Probability (co n t.)
been selling for 20 months at three different volumes and
the number of months it has sold at each volume
level
(N79Pn-4)
91

Prepaid expense
Adjusting entry for expensing three-year insurance
premium
(N78PII-3)
37
Price-level accounting
Current (fair) value accounting
Nonmonetary assets—theory in unadjusted and in dollars restated
for changes in purchasing power, effect of each on
“relationship between resources” and “standard of
comparison,” and effect of each on recognition of gain or
loss during life and from sale or
abandonment
(M78T-6)
28
Replacement cost and present value of future cash flows
described and pros and cons of various procedures used to
arrive at valuation for each
(M78T-6)
27
Historical dollars restated for changes in purchasing power
Nonmonetary assets—theory, effect on “relationship between
resources” and “standard of comparison,” and effect on
recognition of gain or loss during life and from sale or
abandonment
(M78T-6)
27

R
Ratios
See

Earnings per share

Receivables
S ee Accounts receivable
See Notes receivable
Report
S ee

Auditor’s report

Research and development
Define “research” and “development”
(M78T-5)
26
Expense as incurred design and engineering studies, prototype
manufacturing costs, administrative costs related solely, cost of
equipment produced solely for development, but capitalize and
depreciate (as research and development expense while
manufacturing pre-production prototype) equipment, and
consider market research and related administrative expenses as
period costs (not research and development
costs)
(M78T-5)
27
Expensed as incurred
(M79PI-3)
60
Practical and conceptual reasons for FASB conclusion on
accounting and reporting practices
(M78T-5)
26

Principal auditor
See Audit procedures
Property
Leasehold interest assignment is generally allowed in absence of
restriction specifically stated in lease
(M79L-5)
76
Leasehold interest assignor remains liable in absence of a release in
the nature of a surety
(M79L-5)
76
Lessor can assert rights against assignee on promise of assignee of
lease to assignor of lease to pay the rent over life of the
lease
(M79L-5)
76
Real
Bank vault door probably so classified
(M79L-5)
76
Real versus personal
Disputes arise involving categorization between real property
mortgagees and personal creditors, landlord versus tenant,
tax collectors versus tax payers, takers under a will versus
executor, sellers versus purchaser of real property, and
mortgagor versus mortgagee
(M79L-5)
76

SASs
No.
No.
No.
No.
No.

Purchases
Internal control—Accounting
Factors in determining time and quantity to
order
(N78A-4)
83

S ee a lso

1
3
10
12
24

(M79A-5)
(M79A-3)
(N79A-3)
(M79A-4)
(N79A-3)

72
71
95
71
95

Schedule of changes in working capital
Preparation
(M78PII-3)
9
SEC
S ee

Quantitative methods
Present value
Bonds payable
Amount received computation for sale of serial bonds, given
face of five-year 5% bonds sold to yield 6%, amount and
date of principal payments, interest payment dates, present
value of an annuity value at 6%, and present value of $1
at 6% table
(N78PI-3)
32
Sale receipts computation, given face, contract percentage
interest, yield rate, interest paid annually, life of bonds,
and present value of $1 and of annuity of $1 for life of
bonds at yield rate
(N79PI-5)
86
Sales price computation involving non-interest-bearing note and
present value of an annuity
(M79PI-4)
62
Probability
Contribution margin expected if given number of units
manufactured and all sales orders filled either from those or
from others purchased (units manufactured and not sold by
end of month must be discarded)
(N79PII-4)
91
Contribution margin expected if probabilities of strike at supplier
of cheaper ingredient’s plant is considered and all sales are
filled either from manufactured items or from purchases
from competitors
(N79PII-4)
91
Sales probability for product computation, given product has

Securities and Exchange Commission

Secured transactions
Perfected security interest
Can’t protect against all parties without obtaining possession—
where goods are inventory of debtor, purchaser takes free of
creditor’s interest
(N78L-2)
48
If not against all parties, file financing statement to protect
against subsequent purchasers from the
debtor
(N78L-2)
48
Various type loans—whether such interest exists and against
whom
(N78L-2)
48
Secured creditor
Must protect itself against debtor, debtor’s creditors, trustee in
bankruptcy, and subsequent purchasers for value from
debtor
(N78L-2)
48
Security interest
Attaches in all of given cases because (1) collateral is in
possession of the secured party pursuant to agreement, or
debtor has signed a security agreement that contains a
description of the collateral, (2) value has been given by the
creditor, and (3) the debtor has rights in the
collateral
(N78L-2)
48
Securities
S ee Marketable securities

134

Securities Act of 1933

(M78L-3)

20,

Securities and Exchange Commission
Regulation A
(N78L-4)
49
Securities Exchange Act of 1934

(N78L-4)

(M79A-5)

(N78L-4)

Stock (con t.)
Basic rights inherent—preemptive, voting, share in profits and
residual assets
(M79T-6)
87
Dividends with preferred stock
(M78PI-3)
4
Sale
(M78PI-3)
3
Preferred
Cumulative and fully participating—
dividends
(M78PI-3)
4
Definition, explanation, and discussion of various
preferences
(M79T-6)
81
Noncumulative and nonparticipating—
dividends
(M78PI-3)
4
Sale
(M78PI-3)
3

49

72

50

Segments
Component (horizontal) of an enterprise providing a product or
service or group of such items primarily to unaffiliated
customers for profit
(M79T-5)
80
Identifiable assets
Explanation
(M79T-5)
80
Operating profit and loss
Explanation (and items not included by SFAS 14)
(M79T-5)
80

Stock dividends
See a lso Federal income tax—Corporations
Issued on outstanding shares
(M78PI-3)

Revenue
Sales to unaffiliated and intersegment sales or transfers of
products and services similar to those sold unaffiliated, and
interest on the segment’s assetsearned
outside
(M79T-5)
80
Ten or fewer should be separately reported so that the total of
revenues from sales to unaffiliated customers for those
segments equals or exceeds 75% of the combined revenues
from sales to
unaffiliatedcustomersfor the entire
enterprise
(M79T-5)
81
Tests to determine whether or not reportable
(M79T-5)
81

Stock options
Exercised

3

(M78PI-3)

Stock right
Privilege extended by corporation to acquire additional (or
fractional) shares of its capital stock
(M79T-6)
82
Stock split
S ee a lso Federal income tax— Corporations

Effect upon conversion of convertible bonds issued
prior
(N78PI-3)
33

SFAS
S ee FASB Statements

Stock warrants
S ee a lso Bonds payable— Detachable stock purchase warrants
Exercised
(M78PI-3)
3
Issuance
(M78PI-3)
3
Physical evidence of stock rights, specifying number of shares,
rights, price, life, and other terms of the
rights
(M79T-6)
82

Short-term investments
S ee Marketable securities
Software
See Electronic data processing

Stockholders’ equity
S ee a lso Legal capital
S ee a lso Stated capital
S ee a lso Stock
S ee a lso Stock dividends
S ee a lso Stock right
S ee a lso Stock split
See also Stock warrant
S ee a lso Treasury stock.
Worksheet to summarize transactions

State and local government
S ee Governmental accounting
See Municipalities
Stated capital
Computation and discussion of reasons involving no-par common
that sold for $20 and board of directors voted $19 into capital
surplus, and par value preferred
(N79L-2)
99
Statement of changes in financial position
Audit procedures
(M78A-5)
17
Illustrated statements are incomplete with this one
missing
(M79T-2)
78
Required whenever balance sheet and income statement
presented
(M78A-2)
14
Working capital format
Preparation
(M78PII-3)
9

Statement of Financial Accounting Standards
S ee FASB Statements
Statements on Auditing Standards
S ee SASs

T
Treasury stock
Cost method and par value method compared and contrasted
Neither has any effect on net income
(N79T-2)
104
Purchase at greater than par
(N79T-2)
104
Purchase at less than par
(N79T-2)
104
Resale at greater than both purchase price and
par
(N79T-2)
104
Resale at less than purchase price but more than
par
(N79T-2)
104

Stock
a lso
a lso
a lso
a lso
a lso

3

Suretyship
Surety completed construction contract
Bankrupt obligor—surety will receive same percentage on dollar
as other general creditors of obligor, except subrogated to
limited priority rights of materialmen and laborers surety has
satisfied
(N79L-4)
101
Surety not liable on construction performance bond because
creditor, without surety’s consent, modified surety contract by
giving progress payments that were to be withheld until
completion, which materially increased the
risk
(N79L-4)
100

Statement of changes in fund balances
Preparation
(N78PII-5)
42

S ee
S ee
S ee
S ee
S ee

(M78PI-3)

Dividends
Stock dividends
Stock options
Stock warrants
Treasury stock

Common
Adjusting entry to transfer excess of par to separate
account
(N78PII-3)
37

135

Uniform Partnership Act

Treasury stock (cont.)
Issued by corporation, reacquired by same corporation, not
retired
(M79T-6)
82
Purchase and reissuance
(M78PI-3)
2

21,

University accounting
Entries to record summary of transactions
Statement of changes in fund balances
preparation
(N78PII-5)
42

u

Unrecorded liabilities
See Audit procedures

ucc
S ee

(M78L-5)

Uniform Commercial Code

Unaudited statements

(M78A-2)

14

w

Uncollectible accounts expense
S ee Bad debt expense

Warrants
S ee Stock warrants

Unconsolidated subsidiaries
S ee Investment—Equity method
Uniform Commercial Code
(M78L-2)
(N78L-2) 4 8 ,
(N78L-5) 5 0 ,
(N79L-2) 100

Working papers
See Accountant’s legal liability
19,

Workmen’s compensation laws
See Employer and employee relationships
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(M79L-4)
(N78PII-5)

75
40
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